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ACCOUNTANTS 


You may now have a 


WASHINGTON AND NEW YORK OFFICE 


where an especially trained accountant’s secretary waits 
on your callers, receives your mail and telephone mes- 
sages, makes your appointments, arranges for conferences, 
hotel accommodations and renders such other service as 
your own personal secretary would, and who performs all 
other duties assigned to her in a thorough and business- 
like manner. 
Membership in the Accountants’ Exchange entitles you to 
listings in the building and telephone directories, the free 
use of a private office for conferences, office equipment, 
Tax Service, library, etc. 
MEMBERSHIP FEE FOR EACH CITY 
1 year $25.00 6 months $15.00 3 months $10.00 
SUBSCRIPTIONS FOR NEW YORK AND WASHINGTON 
COMBINED 
1 year $45.00 6 months $27.00 3 months $18.00 
For all intents and purposes the office of the Accountants’ 
change is your branch office. 
The offices are under the personal supervision of Certified 
Public Accountants 
Resident Accountants 
New York accountants who, because of the exorbitant 
cost do not maintain their own offices, will find the facili- 
ties offered by the Accountants’ Exchange invaluable. 
Complete office service including desk space, private con- 
ference rooms, secretary, library, office equipment, expert 
report typist, efficient telephone service, listings in tele- 
phone and building directories, and all other facilities that 
help make up an ideal accountants’ office. 


Membership fee for Resident accountants is $10.00 per 
month or $100.00 per annum. 


ACCOUNTANTS’ EXCHANGE 
Incorporated 
“An institution designed to make the accounting prac- 
tice congenial and free from undue embarrassment” 
1776 Broadway 1427 I Street, N. W. 
Circle 6382 Main 3985 
New York Washington, D. C. 
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A GOOD START 


In the certificates of incorporation of the country’s leading 
industrial institutions, of its greatest investment trusts, of its 
most important oil producers and refiners, of its soundest 
mining companies, of its biggest amusement enterprises, of its 
most successful chain-store organizations and of its best man- 
aged public utilities, you will nearly always, if the company 
is a Delaware corporation and most of them are, find the 
name of The Corporation Trust Company in the second para- 
graph as the statutory representative. 


It is there simply because the kind of lawyers who are coun- 
sel for the kind of business interests that organize such com- 


panies know how to get for their clients that which is best for 
their clients to have. 


What better can you do for your clients in organizing a 
corporation than to follow the example of counsel for the 
nation’s most successful institutions—and put their corporate 
standing in the hands of The Corporation Trust Company at 
the very start of corporate life? 


THEE, CORE ORATION TRUST COMET 
120 Broadway, New York 
A fiiliated with 
The Corporation Crust Company HSpstem 


15 Exchange Place, Jersey City 
Combined Assets a Million Dollars 


Chicago, 112 W. Adams St. Philadelphia, Fidelity-Phila. Trust Bldg. 


Pittsburgh, Oliver Bldg. 
Washington, 815 15th St. N. W. 
Los Angeles, Security Bldg. 


Boston, Atlantic Nat’l. Bk. Bldg. 
(Corporation Registration Co.) 


St. Louis, Fed. Com. Trust Bldg. 
Cleveland, Union Trust Bldg. Suteekt. tees Sav. Bank Bldg * 
Kansas City, R. A. Long Bldg. . Mi - : 
. . Minneapolis, Security Bldg. 
San Francisco, Mills Bldg. : 
Atlanta, Healey Bldg. Camden, N. J., 328 Market St. 
Cincinnati, Union Cent. Life Bldg. Albany Agency, 180 State St. 
Portland Me., 281 St. John St. Buffalo Agency, Ellicott Sq. Bldg. 
and 


Che Corporation Trust Company of America 
7 West Tenth Street, Wilmington, Delaware 
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Has somebody named you 
Executor or [rustee? 


F you have been named Executor 
or Trustee under the Will of a 


relative, friend or client and find the duties 





take too much of your time, you can dele- 
gate most of the work to us. 

The City Bank Farmers Trust Company 
is authorized to act as agent for executors 


and trustees and to carry out all the details 


———— 


of estate setthkement and administration. 
Over a hundred years experience in trust 
matters of all kinds, together with a large 
executive and clerical organization, qualify 
us to do this work with maximum 
efficiency. 

For further information and schedule 


of charges, call or write our Head Office. 





Whenever legal services are required in connection 
with the administration of an estate, it is the policy 
of the City Bank Farmers Trust Company to employ 
the attorney who drew the client’s will and is there- 
fore familiar with his affairs. 


City BANK FARMERS 
‘TRUST COMPANY 


22 WILLIAM STREET 


Temporary Headquarters: 43 EXCHANGE PLACE 
Sth Ave. at 41st Street. . . . Madison Ave. at 42nd Street ... . 181 Montague St., Brooklyn 


TRUST SERVICE IS AVAILABLE THROUGH ANY BRANCH OF THE NATIONAL CITY BANK OF NEW YORK OR THE NATIONAL CITY COMPANY 
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The Consolidated Return—1929 Model 


By J. Harpy PATTEN* 


ERETOFORE tax practitioners’ nightmares 
have evolved fabulous schemes of corporate re- 
organizations. Now appears a new complex to 

disturb their slumbers—Consolidated Return Regula- 
tions 75.1. Judging from the number of inquiries which 
have been directed to the Commissioner upon the arti- 
cles of these new Regulations, they have already been 
the subject of much study and appli- 
cation. This is not surprising when 
one considers that today the pendulum 
of tax practice is swinging away from 
litigation and toward advisory opin- 
ions. Taxpayers have now adopted 
a “look before you leap” attitude in 
embracing anything new in the Fed- 
eral tax field. The vision of those 
who contemplate the employment of 
Regulations 75 must, indeed, be far- 
seeing. 

The consolidated return is just 
what its name implies—a consolidat- 
ing in one return of the aggregate 
of the detailed tax liabilities of affili- 
ated corporations. From the Treas- 
ury’s past view point it was “based 
upon the principle of levying the tax 
according to the true net income of a 
single enterprise, even though the 
business is operated through more 
than one corporation.”? Originated 
by the Commissioner of Internal Rev- 
enue in 1917,3 the principles of the consolidated feturn 
first received statutory recognition in the Act of 1918" 
for the express purpose of preventing tax evasion and 
affording an equitable method of taxation to affiliated 
corporations.® Since its inception, two conflicting 
theories of the treatment of consolidated return prob- 
lems have developed. The Board of Tax Appeals 
adopted for some purposes the so-called “economic 


*Attorney at law, New York City. 

1Regulations 74 cover all other income tax provisions of the 
1928 Revenue Act. 

2Article 631, Regulations 69. 
_ renee 77 and 78, Regulations 41. See also Sect. 1331, 1921 
Ac 

4Sect. 240. 

5See Report of Finance Committee on the Revenue Bill of 
1918, S. Rept. No. 617, 65th Cong., 3rd sess., pg. 819 
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unity” theory of consolidation, predicated on the propo- 
sition that the affiliated group of corporations is one 
“taxpayer” and that subsidiaries should be treated as 
unincorporated branches of the parent company.® The 
Treasury proceeded on the “legal” theory, recognizing 
for certain purposes the separate taxable entity of 
each member of the affiliated group.’ 

Out of this conflict grew confusion. 
Unforeseen problems arose. Taxpay- 
ers relied upon basic policies of the 
Commissioner, only to see them over- 
thrown by the Board. The situation 
became so hopeless that, in one in- 

‘stance, the Commissioner, to protect 
the Treasury, was compelled to adopt 
a “heads I win, tails you lose” atti- 
tude; he taxed gains and disallowed 
the deduction of losses upon a parent 
company’s sale of a subsidiary’s 
stock. Contrary to the intent of Con- 
gress, tax avoidance, if not evasion, 
was practiced, and by 1928 the con- 
templated scheme of equitable taxa- 
tion had evolved itself into a mass of 
indefiniteness. 

The House adopted the simplest 
means of preventing a recurrence of 
that situation in the future by abolish- 
ing the consolidated return in the 
Revenue Bill of 1928. Taxpayers 
protested, the Senate restored the con- 





6The following extract from the Board’s opinion in Riggs Na- 
tional Bank, Commerce Clearing House Decision No. 5453, 17 
B. T. A. —, succinctly states its position: “Were the incomes and 
deductions of each of the affiliated corporations to be computed 
separately and added together or were the affiliated companies 
to be treated as members or branches of a whole and the con- 
solidated income computed on that basis? * * * The Board 
reached the conclusion that it was the intention of Congress 
that the consolidated income of affiliated corporations should 
be computed by treating the affiliated group as a whole and the 
separate corporations as parts.” 

7The Treasury recognized the “economic unity” theory, but 
ignored it when the provisions of the revenue acts for deter- 
mining net income were contravened. The treatment of consoli- 
dated net loss cases by the Commissioner and the Board best 
presents the different consequences of their divergent views. 
Compare L. O. 1113, III-2 C. B. 36, with Sweets Co. of America, 
Ine., et al., Dec. 4224, 12 B. T. A. 1285. 

8See Report of Committee on Ways and Means, Revenue Bill 
of 1928. H. Rept. No. 2, 70th Cong., 1st sess., pg. 20. However, 
in Section 118 of the House Bill provision ‘was made for the 
offsetting of an “ordinary net loss” of one member of an affili- 
ated group against the gains of the others. 
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solidated return, the House receded, and to the Com- 
missioner, as the agent of Congress, was delegated the 
task of writing a new law. His experts assembled, 
heard taxpayers’ suggestions,® and, after almost four 
months of intensive work behind closed doors, emerged 
with the new and definite Consolidated Return Regu- 
lations 75. 


Section 141—1928 Revenue Act 


Section 141 of the 1928 Revenue Act and Regula- 
tions 75 are applicable only to 1929 and subsequent 
taxable years. Subdivision (a) grants to affiliated 
domestic corporations a new election to file either con- 
solidated or separate returns for 1929. For the taxable 
year 1928 Section 142 retained, in general, the provi- 
sions of Section 240 of the 1926 Act. Unfortunately 
for some affiliated groups the taxable year 1929 in- 
cludes any fiscal year beginning in 1928 and ending 
in 1929.1° Since Regulations 75 were not promulgated 
until January 3, 1929, a group electing to file a consoli- 
dated return for a 1929 fiscal year was “tax blind” in 
consummating affiliated transactions in 1928. Under 
Article 10 (b) 1929 affiliated groups are, subject to the 
meeting of prescribed conditions, accorded the privi- 
lege of postponing their election to file consolidated 
or separate returns. In some cases a deferring of the 
election may be of material help to those groups whose 
fiscal years commenced in 1928, inasmuch as they will 
be accorded more time to determine whether they are 
materially handicapped by the retroactive application of 
any article of Regulations 75. If they are, such groups 
can elect to file separate returns for the taxable year 
1929, and, if desirable, consolidated returns for 1930. 


One of the more important changes made by Section 
141 was the abolishment of “Class B” affiliations, or 
those based on stock ownership by the same interests." 
“Class A” affiliations existed in 1926, 1927 and 1928 
taxable years if one corporation owned at least 95 per 
cent of the stock of the other or others.1? Section 
141 (d) now defines an affiliated group to mean one or 
more chains of corporations connected through stock 
ownership with a common parent owning directly at 
least 95 per cent of the stock of one subsidiary, pro- 
vided that at least 95 per cent of the stock of the other 
corporations in the group (except that of the common 
parent) is owned directly by one or more of the other 
members of the group, whether subsidiaries or the com- 
mon parent. The exclusion of the “Class B” affiliation 
is commendable and eradicates a needless source of liti- 
gation on the question of the interpretation of the 
phrase “by the same interests.” No great hardship 
therefrom can result to 1928 “Class B” affiliated groups. 
By the formation of a holding corporation and inter- 
change of stock pursuant to the tax-free exchange pro- 
visions of Section 112 (b) (5), the requirements of 
the new “Class A” affiliation can generally be met. 
In Article 735 of Regulations 74, the Commissioner 
has afforded relief to Section 142 (c) (2) “Class B” 





9Public hearings were held from Sept. 10, to 13, 1929. Re- 
ported by the Official Reporter of the Board of Tax Appeals. 

10Section 48 (a), 1928 Act. 

11See Sect. 142 (c) (2), 1928 Act. 


. ee Sect. 142 (c) (1), 1928 Act, and Sect. 240 (d) (1) 1926 
Act a 
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affiliations with fiscal years beginning in 1928 and end- 
ing in 1929 (a 1929 taxable year) by providing that a 
consolidated return for a fractional part of a year may 
be filed under Section 142 for the period between the 
close of the previous fiscal year of the group and 
December 31, 1928. The remaining portion of the 
fiscal period—attributable to the calendar year 1929— 
must be included in either separate or consolidated re- 
turns for that year. 


The 95 per cent requirement of stock ownership in 
Section 141 (d) includes every class of stock unless all 
of three characteristics are present: (1) the stock is 
nonvoting, (2) limited as to dividends, (3) preferred 
as to dividends. Thus, if P Company owns 100 per 
cent of the voting stock of Corporation S and none of 
an equal amount of S’s nonvoting stock which is pre- 
ferred but not limited as to dividends, P and S are 
unaffiliated. In short, all three requirements must be 
met if stock is to be excluded from the 95 per cent 
computation. 


Regulations 75 Legislative in Character 


Regulations 75 are an innovation in Federal tax ad- 
ministration. They present the first production of leg- 
islative regulations en masse. Written pursuant to a 
Congressional authorization to prescribe regulations 
legislative in character, they should have the force and 
effect of law. The only restriction imposed upon the 
Commissioner was that the consolidated return regula- 
tions should accomplish a clear reflection of income 
and prevent tax avoidance.** To put it bluntly, Con- 
gress said: “Mr. Commissioner, we possess neither the 
time nor the technical knowledge necessary to draft the 
details of the law; subject to our prescribed standards, 
we delegate that task to you.” The finality of previous 
legislative regulations of the Commissioner has been 
recognized.4* In view of a late Supreme Court deci- 
sion*® upholding Congressional delegation of power 
to the President to regulate duties under the Tariff Act 
of 1922, it is contended that the standard set out in 
Section 141 (b) prevents the delegation to the Com- 
missioner from being one of pure legislative power.*® 
If that is true, then no article of Regulations 75 will be 
subject to judicial review except, perhaps, for the pur- 
pose of determining their “reasonableness.” However, 
there is nothing to prevent the Courts, Board, or Com- 





13Sect. 141 (b) provides: ‘“‘The Commissioner, with the ap- 
proval of the Secretary, shall prescribe such regulations as he 
may deem necessary in order that the tax liability of an affiliated 
group of corporations making a consolidated return and of each 
cornoration in the group, both during and after the period of 
affiliation, m°y be determined, computed, assessed, collected, and 
adjusted in such manner as clearly to reflect the income and to 
prevent avoidance of tax liability.” 

14Franc‘sco Sugar Co., Dec. 4729, 14 B. T. A. 1062; Alameda 
Investment Co., et al., v. McLaughlin (C. C. A. 9th Cir., June 3, 
1929) 33 Fed. (2nd.) 120, C. C. H. 1929 Standard Fed. Tax 
Service, par. D-9259: James Clark Distilling Co., et al., v. U. 8. 
(Ct. Cls.. Feb. 4, 1929), C. C. H. 1929 Stand. Fed. Tax Service, 
par. D-9221, and Riverside Manufacturing Co. v. U. 8S. (Ct. Cls., 
Feb. 4, 1929), C. C. H. 1929 Stand. Fed. Tax Service, par. D-9093. 
See also Kansas City Structural Steel Co. v. Commissioner (C. C. 
A. 8th Cir., Mey 14, 1929) 33 Fed. (2nd.) 53, C. C. H. 1929 Stand. 
Fed. Tax Service, par. D-9252. For a general discussion of this 
question see an article by the writer in the November and Decem- 
ber 1926 issues of the NATIONAL INCOME TAX MAGAZINE 
entitled ‘Judicial Review of Treasury Regulations.” 

15Hampton Jr. & Co. v. U. S. (April 9,°1928) 276 U. S. 394; 
48 S. Ct. 348; 72 L. Ed. 624. 

16See Report of Finance Committee on the Revenue Bill of 
1928, S. Rept. No. 960, 70th Cong., 1st sess., pg. 1 
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missioner. from interpreting each article of the new 
Regulations in the same manner as Revenue Acts have 
been interpreted heretofore. 


Article I—Privilege of Filing Consolidated Returns 


Beginning by paraphrasing Section 141 (a), this 
article grants anew for 1929 the election to file separate 
or consolidated returns on the condition that all corpo- 


~ rations which have been members of the affiliated group 


at any time during the taxable year consent to Regula- 
tions 75. The making of a consolidated return is con- 
sidered as such consent. However, except when spe- 
cifically provided in Regulations 75, the consent does 
not carry with it an acceptance of any of the interpre- 
tative provisions of Regulations 74, which, in some 
instances, are closely tied up with Regulations 75. 
Quaere, does the filing of a consolidated return carry 
with it a consent to the constitutionality of Regulations 
75, thus barring a subsequent judicial presentation of 
that issue? In this connection note that upon the execu- 
tion of Form 1122 each subsidiary corporation “con- 
sents to and agrees to be bound by the provisions of 
Treasury Regulations 75.” 


Article 1 (b) provides that the consolidated tax lia- 
bility shall be determined in accordance with the regu- 
lations consented to and without regard to any amend- 
ments thereto promulgated subsequent to the filing of 
the return. An interpretation of an article by the 
Courts, Board or Commissioner is not an “amendment” 
to the regulations. In other words, the consent is to 
the regulations in force for the year for which the con- 
solidated return is filed as subsequently interpreted by 
final judicial decisions. The Commissioner will, un- 
doubtedly, find it necessary to construe his own regula- 
tions. If he does, taxpayers can abide by his con- 
structions or contest them as desired. The retroactive 
“plugging up of holes” in revenue laws has been unfair 
to both Commissioner and taxpayers. The policy pro- 
nounced in Article 1 (b) is, indeed, a step forward. 

When taxpayers are asked to consent to an uninter- 
preted law and bind themselves to it from year.to year 
for the privilege of making consolidated returns, they 
are faced with the question: “Are the rewards worth 
the price paid?” The chief advantages to be considered 
in determining whether to file consolidated returns may 
be briefly summarized as follows: (1) the offsetting 
of operating losses of one member of the group against 
the taxable profit of another; (2) the consummation of 
intercompany transactions without the recognition of 
taxable gain; (3) the avoidance of tax on intercompany 
dissolutions, especially where the dissolution is 4 step 
in a statutory reorganization; and, (4) the administra- 
tive advantage of the parent company’s acting as agent 
for the group for all tax purposes. 


The administrative provisions of Regulations 75 are 
grouped under one head in Articles 10 to 18, inclusive. 
The substantive matters are found in Articles 30 to 43. 
As the administrative material is of lesser immediate 
importance, its consideraiton is postponed to the two 
later installments of this article. 


Articles 30 and 31—Computation of Tax— 
Consolidated Net Income 


The tax of affiliated corporations filing consolidated 
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returns is computed upon the consolidated net income. 
In Article 31 (a) this is defined as the total of the indi- 
vidual gross income of each member of the group, minus 
the total of the individual allowable deductions, ignoring 
gain or loss on intercompany transactions. Incidentally, 
Article 31 (a) broadly designates as intercompany any 
transaction between members of the group. Under the 
above definition of consolidated net income, it is evident 
that a net operating loss of one member of the group 
may in effect be used to reduce the gross income of 
another. While this method of computing consolidated 
net income is new, the result is the same as that reached 
under the prior regulations.‘* In connection with Arti- 
cle 31, it should be remembered that Article 14 codifies 
the Commissioner’s past practice *® by providing that 
the consolidated net income must be computed on the 
basis of the taxable year of the parent company. Arti- 
cle 43 prescribes that each member of the group must 
adopt that method of accounting which clearly reflects 
the consolidated net income. While that article ex- 
pressly prohibits employment of the accrual basis by 
one affiliate, and the cash receipts basis by another with 
respect to the same or similar items of income or deduc- 
tions, Section 44 of the 1928 Revenue Act would appear 
to permit one member of the group to report income on 
the installment plan even though the others retain the 
accrual basis. 


- Articles 33-35—Gain or Loss From Sale of Stocks 


or Bonds 


For taxable years prior to 1929, gain arising from 
the sale of a subsidiary’s stock by a parent company 
during a consolidated return period was recognized for 
tax purposes by the Commissioner; *° but not by the 
Board.2_ In a test case ** involving the taxability of 
gains flowing from the sale of all of a subsidiary’s stock 
by its parent, which sale terminated affiliation, the Board 
was reversed and the Commissioner’s determination up- 
held. In holding that such gains were taxable, the 
court was of the opinion that the sale “took place out- 
side the period of affiliation” and was made by the par- 
ent corporation “for its own account, and not for the 
account of the affiliated group.” In that case the court 
rejected the taxpayer’s contention that the parent in- 
curred a loss of $13,454.35 on the sale of the sub- 
sidiary’s stock for $60,000, since the $45,000 cost there- 
of should have been increased by the subsidiary’s profits 
of $28,454.35 earned during the period of affiliation. 
The Supreme Court denied certiorari in this case on 
October 21, 1929.78 





17Art. 12 (b) vrovides that each subsidiary must file this form. 
It cannot be revoked after the consolidated return is filed. 

18Art. 734, Reg. 74, Art. 635, Reg. 69. 

19Art. 637, Reg. 69. For the taxable year 1928, Art. 735, Reg. 
74 provides that consolidated net income must be computed on 
the basis of the taxable year of the parent; if no parent, on the 
basis of the taxable year of any member of the group. 

208. M., 2205, III-2 C. B. 244; and A. R. R. 8159, I1I-2 C. B. 256. 

21Affiliation continuing after the sale: Farmers Deposit Na- 
tional Bank, et al., Dec. 1908, 5 B. T. A. 520, Nonacq. VII-1 C. B. 
37; Interurban Construction Co., Dec. 1909, 5 B. T. A. 529, 
Nonacqg. VII-1 C. B. 38, and Dec. 2103, 5 B. T. A. 1292, Nonacq. 
VII-1 C. B. 38. Affiliation severed by the sale: Crocker Co., Dec. 
1913, 5 B. T. A. 537, Nonacq. VII-1 C. B. 36, and affirmed in 
U. 8. v. Crocker Co., (N. D. S. D. Calif., Sept. 7, 1928); Baker- 
Vawter Co., Dec. 2596, 7 B. T. A. 594, and Remington Rand, Inc., 
Dec. 3871, 11 B. T. A. 773, Nonacq. VII-2 C. B. 51. 

22Remington Rand, Inc. v. Commissioner (C. C. A. 2nd Cir., 
June 1929) 33 Fed. (2nd.) 77, C. C. H. 1929 Standard Fed. Tax 
Service, par. D-9260. 

23U. S. Supreme Court Dockets 377 and 378. 












































































































































































































































Disregarding the determination of the correct treat- 
ment of such cases arising in the past, the slate has been 
wiped clean, and beginning, with the taxable year 1929 
the rule has been made definite in Article 33 that the 
sale or other disposition of stocks or bonds of one mem- 
ber of a group by another gives rise to taxable gain 
or loss. That rule applies even though the sale is made 
after a consolidated return period, provided the vendor 
and issuing corporations were part of the same group 
which reported on a 1929 or subsequent taxable year 
consolidated return basis. Likewise, it is immaterial 
whether or not affiliation continues after the sale, 
whether or not the stocks or bonds were issued while 
the corporation was a member of the group and whether 
issued before, during, or after the taxable year 1929. 


The various methods of determining gain or loss on 
the sale of stock or bonds are carefully spelled out and 
illustrated in Articles 34 and 35 and do not warrant 
reiteration here. With regard to sales of stock which 
break affiliation made either during or after the period 
for which the selling corporation is a member of the 
group, attention should be directed to Article 34 (c) (2) 
which prescribes adjustments to the cost basis of the 
issuing corporation’s stock on account of its losses sus- 
tained during a 1929 or subsequent consolidated return 
period. This reduction of the stock basis of the issuing 
corporation is made only to the extent that such losses 
could not have been availed of by that affiliate as net 
losses if it had made a separate return for the same 
period. While the Commissioner has not accepted the 
recommendations of some taxpayers that the gains of 
the corporations whose stock is sold should be added to 
their stock basis,?* the determination of gain or loss 
flowing from the sale of the stock of affiliated corpora- 
tions which file consolidated returns is, under Article 34 
(c) and (d), placed on a parity with similar sales made 
by affiliated corporations which file separate in lieu of 
consolidated returns. In practically all cases where the 
basis of the issuing corporation’s stock will be re- 
duced by its losses, the other corporations within the 
group will have had the benefit of offsetting the same 
losses against their gains in determining consolidated 
net income. Thus, it is evident, that this adjustment 
is grounded on the theory that the group should not be 
permitted to avail itself of the identical losses a second 
time. In connection with Article 34 (c) and (d) in- 
quiry should be made as to the applicability of the 
limitation on the loss adjustments prescribed in sub- 
division (e) of the same article. 


Of late, there has been a growing interest in the so- 
called “79 per cent reorganization’*> and the ‘“New- 
foundland Personal Holding Corporation” ** plans of 


24See report of public hearings on Reg. 75 (f. n. 9, supra). A 
general discussion of the theory of Reg. 75 is presented in a 
paper ‘“‘Present Problems of the Consolidated Return,” by Prof. 
Ralph C. Jones, read at the Annual Conference of the National 
Tax Assn., Saranac Lake, N. Y., Sept. 1929. 


25For a discussion of the pros and cons of this type of reorgan- 
ization, see par. 4021, Vol. II, C. C. H. 1929 Stand. Fed. Tax 
Service. 

26Sect. 2 (s) of the N. F. Income Tax Act, 1929, imposes, in 
lieu of the regular tax on incomes, a maximum Franchise Tax of 
$250. upon the income of “Personal Holding Corporations” de- 
rived from the investment or trading in securities which are 
physically located outside the Colony of N. F. at all times during 
the taxable year. ‘‘Personal Holding Corporation” is defined as a 
company having not more than five stockholders, all of whom are 
non-residents of N. F. and 80 per cent. of whose assets, other 
than cash, consist of securities and whose income is derived from 
the trading in securities with others than the public of N. F. 
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exchanges, whereby it is claimed that property may be 
sold at a gain, free from the immediate imposition of 
the Federal income tax. The validity of these methods 
is an unsettled question which has not as yet received 
judicial consideration. Nevertheless, it has been sug- 
gested that they merit the attention of affiliated corpora- 
ions which hereafter intend to sell at a gain a majority 
of all classes of their subsidiaries’ stock. Consider a 
situation where P, the parent corporation, has paid 
$20,000 for all the stock of its subsidiary S, and during 
a 1929 consolidated return period wishes to take ad- 
vantage of an opportunity to sell that stock for 
$100,000. Assuming for the moment the validity of 
the “79 per cent reorganization” scheme, the suggested 
procedure thereunder would necessitate, as step one, 
the creation of corporation A by P, for the express 
purpose of transferring to it all of the stock of S. In 
exchange therefore P receives back but 79 per cent of 
the stock of A. The other 21 per cent of A’s stock 
is purchased by a third party. As far as P is concerned, 
this is a nontaxable reorganization under Section 112 
(b) (4) of the Act. Since Section 113 (a) (7) and 
(8) do not apply to the basis of S’s stock in the hands 
of A (due to the lack of 80 per cent “control” of A’s 
stock by P?"), and since the application of Section 
113 (a) (6) is expressly excluded by the last sentence 
thereof, the tax basis of S’s stock to A is not $20,000, 
but its cost to A (fair market value at the date of ex- 
change), or $100,000. Consequently, by reason of the 
“stepped-up” basis, the sale of S’s stock by A for 
$100,000 gives rise to no taxable gain. 


Article 36—Limitation on Allowable Losses on 
Sale of Stocks and: Bonds 


The evident purpose of Article 36 is to prevent tax 


avoidance in those cases where a parent company - 


“milks” its subsidiary and then sells, or otherwise dis- 
poses of the subsidiary’s stock or bonds # a loss. 
Losses otherwise allowable under Articles 33, 34 or 35 
are expressly denied if such losses are occasioned (1) by 
the intercompany transfer of assets, owned by the sub- 
sidiary prior to affiliation, at fictitious or nominal values. 
which results in a substantial reduction in the value of 
the subsidiary’s assets between the dates of affilia- 
tion and disposition of the subsidiary’s stock or 
bonds, or (2) by a distribution of earnings or profits 
during a period of affiliation from accumulated 
surplus on hand at the time the issuing corporation 
became a member of the group. Article 36 (a) 
is applicable to transfers or distributions made 
during a period of affiliation either before or after 1929. 
It is immaterial whether a consolidated return was filed 
for such period. For example, in 1927 A purchased 
all of the stock of S for $1,000,000. S had neither 
liabilities nor surplus. Its sole asset was an oil lease 
with a March 1, 1913 value of $200,000 and a fair 
market value of $1,000,000. During a 1928 consoli- 
dated return period P transferred the oil lease to itself in 


(Continued on page 446) 





27The applicability of Sect. 113 (a) (7) is dependent upon an 
“interest or control” of 80 per cent. in the property exchanged 
remaining in the transferors. Thus, even though the transferor 
receives back but 79 per cent. of the transferee’s securities this 
section may apply if there are other evidences of 80 per cent. 
“control” or “interest” in the transferred property immediately 
after the exchange. 
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Business Congress Offers Plan to 
Prevent Double Taxation 


By MitTcHect B. Carro_i* 


EPRESENTING the. business interests of the 
R world, the Congress of the International Cham- 
ber of Commerce, at Amsterdam, the Nether- 

lands, July 8-13, 1929, adopted a uniform code of 
principles for eliminating double taxation. These prin- 
ciples are offered to States as the most equitable and 
practicable to follow in preventing the collection of 
levies both in the country where income arises or prop- 
erty lies and again in the country where the owner 
resides—a problem which has been receiving the atten- 
tion of the International Chamber as well as the League 
of Nations.for almost a decade. 

It may be recalled that at the Con- 
ference of Governmental Experts on 
Double Taxation, held in Geneva, 
October, 1928, drafted three model 
conventions relative to income and 
property taxes, besides a convention 
on death duties and two others on ad- 
ministrative and judicial assistance in 
assessing and collecting taxes. 

Desiring uniformity in interna- 
tional fiscal law as much as in other 
branches of international law, the 
American Section of the International 
Chamber drafted this code of princi- 
ples which is described in the Amster- 
dam Congress Resolution as “the con- 
solidation of the three Geneva Con- 
ventions into a simple system based 
upon the principles which inspired ° 
them.” The International Chamber 
recommends that the States adopt, 
either unconditionally or on condition 
of reciprocity, these principles as the 
simplest and most equitable to observe in revising their 
revenue legislation, and in concluding international 
treaties. The provisions described below concerning 
income taxes are applicable mutatis mutandis to 
property taxes. 


General Limits of Tax Jurisdiction Declared 


First of all the resolution declares the general limits 
of fiscal sovereignty. Subject to the provisions for 
preventing double taxations, a State may tax only domi- 
ciled individuals or companies in respect of income from 
a source situated abroad. When the owner (individual 
or company) of income is domiciled abroad, a State 
should limit its tax jurisdiction to income from sources 
within its territory. 

This provision was inserted because certain countries 


*(Ed.: Mr. Carroll, Chief, Section of European Law and Taxes, 
Division of Commercial Laws, Department of Commerce, has 
recently returned from the Congress of the International Cham- 
ber of Commerce, at Amsterdam, the Netherlands, which voted 
the plan discussed. He attended the Double Taxation Confer- 
ence at Geneva, October, 1928, which is referred to in the article, 
with Dr. T. 8S. Adams, the American expert.) 
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have not observed these limitations which have been 
respected in the tax legislation of most States. For 
example, one Government has taxed a certain- propor- 
tion of dividends and interest paid by a foreign com- 
pany wholly without its territory and possessing only 
shares in a domestic company, the dividends on which 
are taxed by deduction at source. 

For the purposes of taxation, the term “domicile” is 
defined, in the case of an individual, as his normal resi- 
dence or permanent home; and in the case of a cor- 
poration, as the real center of management of the under- 
taking, or if this cannot be determined 
the legal registered office. The cri- 
terion of the real center of manage- 
ment was given preference because 
it is the one on which the Geneva 
Conference agreed and is followed in 
many of the European countries. Al- 
though the real center of management 
may be shifted, this criterion is 
deemed fairer by many authorities be- 
cause it is the actual seat of the enter- 
prise while the statutory seat may be 
only a nominal one. Moreover, it 
corresponds with the principles gov- 
erning the nationality of companies in 
the war-time and post-war jurisprud- 
ence of various important countries. 

These principles differ from the 
provisions in the U. S. Revenue Act 
which base extent of liability upon 
whether or not a corporation is organ- 
ized in the United States. As in the 
majority of cases, the real center of 
management as well as the statutory 
seat will both be in the country where the corporation 
is organized, the practical importance of this difference 
in criteria is limited. 


Principles Which Have Met Almost Unanimous 
Approval 


Considering it wise to follow the work of the Geneva 
Conference as far as possible, the International Cham- 
ber adopted the underlying principles in the three 
Geneva conventions, on which there was substantial 
agreement. These provisions, moreover, are in essence 
the same as those contained in a number of European 
treaties to prevent double taxation. They all concern 
the allotment of certain kinds of income for exclusive 
or prior taxation in the country of source. 

In respect of these kinds of income, the State of 
domicile is to grant sufficient relief to prevent double 
taxation. The resolution suggests that this relief might 
be given by the State of domicile exempting the par- 
ticular kind of income outright, or by allowing against 
its tax a deduction equal to the lesser of: the tax actu- 
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ally paid in the State of source; or the tax payable to 
the State of domicile at its own rates. The latter method 
of relief corresponds to that contained in Section 131 
(a) (1) and (b) of the U. S. Revenue Act. It is 
fairer to purely domestic taxpayers than the outright 
exemption, as it subjects taxpayers trading abroad to 
a tax burden equivalent to that they would bear if do- 
ing business solely at home. 


The first kind of income classified as taxable at 
source is: income from real estate (rentals) and mort- 
gages thereon which is subject to taxation in the State 
where the realty is situated. As regards income from 
any industrial, commercial or agricultural undertaking 
and from any other trades or professions, the source 
is the State in which a permanent establishment is 
situated. If an enterprise has permanent establishments 
in two or more States, each State should impose its 
tax on the part of the income attributable to the per- 
manent establishment in its territory. 


By way of exception, income from maritime shipping 
and air navigation should be taxable only in the State 
in which the real center of management of the enter- 
prise is situated. It may be noted that the stipulation 
concerning shipping profits corresponds to the provision 
for reciprocal exemption of such profits found in Sec- 
tions 212(b) and 231(b) of the U. S. Revenue Act. 


Business Profits Taxable When Permanent 
Establishments 


For the purposes of the general rule, the term “per- 
manent establishments” includes real centers of man- 
agement, branches, mining and oil fields, factories, work- 
shops, agencies, warehouses, offices and depots. The 
fact that an undertaking has business dealings with a 
foreign country through (a) a bona fide agent of inde- 
pendent status (broker, commission agent, etc.) or 
through (b) a local company the stock of which it owns 
in whole or in part, should not be held to mean that 
the undertaking in question has a permanent establish- 
ment in that country. 


Consequently, an enterprise domiciled in, for exam- 
ple, the United States, should not be liable to taxation 
on its profits from marketing its products in another 
country, for example France, if it sells them direct to 
its customers, or through a bona fide independent 
broker, or through a French company even though it 
owns all or part of the capital stock of the latter. Once 
it sets up a permanent establishment in France, it pays 
tax there on the profits attributable to that establish- 
ment. 


The resolution further declares that only the State 
in which the real center of management is situated 
should have the right to require a declaration of total 
income from all sources, and that a State in which 
another kind of permanent establishment is situated 
should be satisfied with the tax declaration and accounts 
referring directly and exclusively to the income of such 
permanent establishment. 


Salaries Liable Where Earned 


Other items of income taxable at source are the per- 
centage fees (tantiémes) of managers and directors of 
stock companies, the source being the real center of 
management of the paying company, public pensions, 
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the source being the debtor government; and salaries 
and wages. As regards the last mentioned, private sal- 
aries are held taxable in the State where the services 
are rendered, in harmony with the principle followed 
in Section 116 (a), which exempts the income of a 
citizen of the United States earned while a bona fide 
nonresident for more than six months during the tax- 
able year. 

Salaries of public officials and employees serving 
abroad are declared taxable only by the paying govern- 
ment. This provision constitutes an extension of the 
principle of diplomatic exemption which is observed by 
a number of governments, including, in practice, the 
United States. 


Taxation of Income from Securities at Domicile 
Favored 


The principal bone of contention at the Geneva con- 
ference was income from securities, debtor countries 
insisting that they should tax it at source and creditor 
countries contending it should be taxable at the domicile 
of the owner. It was argued that if the country of the 
debtor imposes a tax, it causes an additional burden 
to be placed on the debtor inasmuch as the lender almost 
invariably requires that the borrower pay the tax in 
addition to the prevailing rate of interest. Countries 
in need of foreign capital have therefore been con- 
strained to exempt interest on such loans from tax. 
notably, Germany, Italy, and Poland. | 

The argument in favor of exempting the foreign 
shareholder from tax in the country where the com- 
pany is domiciled, is considered all the stronger because 
if a special tax is levied on dividends in addition to a 
tax collected on profits before distribution, it consti- 
tutes in fact a second tax on the same profits. Realiz- 
ing the resulting unfair burden on industry, Italy re- 
pealed its special dividend tax soon after the war and 
most other countries have refrained from ‘having such 
a levy. 


Moreover, if a country maintains such a tax, it is 
argued that the fair solution to prevent double taxation 
is to exempt the nonresident shareholder, as the country 
of source collects its tax on the profits derived from the 
use of the capital and the country where the shareholder 
is domiciled should be entitled to tax the income pertain- 
ing to the capital itself. The same argument has been 
made for taxing interest at the domicile of the lender. 


To assure relief from double taxation, each State 
must forego certain revenues ; if the country of domicile 
relinquishes its tax on income from realty, permanent 
business establishments, etc. situate abroad, there is no 
reciprocity, it is contended, unless the State of origin 
gives up its tax on income from securities in favor of 
the country of domicile. 


Income Taxable at Domicile Listed 


Taking these various arguments into account, and 
believing the best interests of international commerce 
require that capital be permitted to flow to those coun- 
tries in which it is most needed without being impeded 
by such artificial barriers as taxation, the Congress of 
the International Chamber of Commerce voted that in- 
terest and dividends, and certain other items of income, 
should be taxable only at domicile. If the State of 


(Continued on page 447) 
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Waivers and the Federal Income Tax 





By Ro_Lanp R. FouL_KE* 


“HE validity, execution, construction and effect 
of waivers of the period of limitation prescribed 
for the assessment and collection of the Federal 

income tax has involved the taxpayer in an immense 
amount of litigation, all of which could have been 
avoided by a few simple statutory provisions. Obscur- 
ity in the ascertainment of the income tax is apparently 
inevitable, but there is no excuse for obscurity in the 
process of levying and collecting the tax. Senators and 
representatives frequently express their anxiety to re- 
lieve the taxpayer of unnecessary legal expense and liti- 
gation but their good intentions evaporate when it comes 
to the apparently head splitting task of furnishing a 
convenient, simple and clear method of levying and col- 
lecting the tax. 

The Treasury inaugurated the practice of signing 
waivers in cases where the statute of limitations was 
about to run and the amount of tax had not been de- 
termined. The taxpayer was advised that the signing 
of waivers of the statute would obviate the necessity 
of an immediate arbitrary assessment sufficient in 
amount to cover all possible liability. The 1921 and 
subsequent Acts contain clauses providing for waivers 


in certain cases. The provisions are collected together 
in note one for convenience of reference.” 


Waivers are of several kinds: (A) waiver of period 
for collection ;? (B) waiver of period for assessment ;* 
(C) waiver of restriction on Commissioner assessing 
and collecting tax 120 days after mailing notice of de- 
ficiency which is in effect a waiver of right of appeal 
to the Board of Tax Appeals ;* (D) waivers as to credit 
and refund ;°> (E) waivers as to stay of collection after 
bond filed in case of jeopardy assessment ;* (F) waiver 
of technical defects by reason of postponing sale under 
warrant of distraint ;* (G) waiver of statute as to re- 
fund where litigation pending.* The statute sometimes 
uses the term waiver, sometimes consent in writing. 
There is probably no distinction in meaning between 
them and the difference merely arises from slovenly 
drafting. 

A waiver is a formal document in writing, prepared 
on blanks furnished by the Treasury, and there is usual- 
ly no difficulty in recognizing it. It is also clear that 
the following are not waivers: (A) bond given to a 
Collector in connection with claim in abatement ;? (B) 
taxpayer claiming credit of an overpayment against 
barred tax ;?° (C) partial payment of an additional as- 





*Attorney-at-Law, Philadelphia, Pa. 
A. ACT 1921 
1The Act of 1921, § 250 (d). The tax shall be assessed within 
the time fixed ‘‘unless both the Commissioner and the taxpayer 
consent in writing to a later determination, assessment and col- 
lection of the tax.” 


B. ACTS 1924, 1926, 1928 


Acts 1924, 1926, § 278 (c) ; Act 1928, § 276 (b). “Where before 
the expiration of the time prescribed in section 277 for the 
assessment of the tax, both the Commissioner and taxpayer have 
consented in writing to its assessment after such time, the tax 
may be assessed at any time prior to the expiration of the period 
agreed upon. The period so agreed upon may be extended by 
subsequent agreements in writing made before the expiration of 
the period previously agreed upon.’ The words in intalics show 
changes introduced by the Act 1928. Act 1926 expressly 
amended by Act 1928, § 506. P 


C. ACTS 1926, 1928 


‘Acts 1926, § 278 (d), 1928 §276 (c) where assessment has 
been made before or after the Acts of 1926 or 1928 within the 
statutory period, the same may be collected by distraint or pro- 
ceedings in court. 1 ( ): ‘“(2) prior to the expiration of any 
period for collection agreed upon by the Commissioner and the 
taxpayer before the expiration of such period. The period so 
agreed upon may be extended by subsequent agreement in writ- 
ing made before the expiration of the period previously agreed 
upon. Words in italics show changes introduced by the Act of 
1928. Act 1926 expressly amended by Act of 1928, § 506. 

Acts 1926, § 274 (d), 1928, § 272 (d) “The taxpayer shall have 
at any time the right by a signed notice in writing filed with the 
Commissioner to waive the restrictions (imposed, that is, 
assess without previous sixty days notice)’’ on the assessment and 
collection of the whole or any part of the deficiency. 

Act 1926, § 279 (h), 1928, § 273 (h), the taxpayer shall have 
the right to waive stay of collection where bond filed in jeopardy 
assessment in whole or in part, pay the amount stayed and have 
bond proportionately reduced. 


D. ACT 1926 ONLY 


Act 1926, § 278 {e) omitted in 1928 Act. Act 1926, shall not 
authorize assessment or collection of tax if the assessment or 
collection was already barred unless prior to the Act of 1926 
“Commissioner and taxpayer agreed in writing thereto.” 

Therefore, any assessment or collection after February 26, 
1926, date of Act 1926 is barred where the period of limitation 
expired before February 26, 1926, unless a waiver was executed 
before that date. The force of this section seems to have been 
overlooked and in Central National Bank v. Com., 11 B. T. A. 
1017 where an assessment had been made in July, 1921, and the 
statutory period expired before February 26, 1926, the Board 
held that a collection waiver executed September, 1926, would 


authorize collection, entirely overlooking the above section of 
the Act of 1926. 
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Act 1926, § 1109 (a) (3) continued in force by the 1928 Act 
where assessment of a tax has been made within the statutory 
period of limitations properly applicable, the same may be col- 
lected by distraint or proceeding in court begun (x x x) “prior 
to the expiration of any period for collection agreed upon in 
writing by the Commissioner and the taxpayer.” 


Act 1926, § 1109 (b) continued in force by Act 1928, no assess- 
ment or collection of a tax authorized if already barred on the 
enactment of the Act of 1926 unless prior to the enactment of 
the Act of 1926, ‘‘the Commissioner and the taxpayer agreed in 
writing thereto.” ‘This is apparently a duplication of the Act 
of 1926, § 278 (e). 


E. ADDITION TO ACT 1926 BY ACT 1928, § 506 


“(b) Section 278 of the Revenue Act of 1926 is further amended 
by adding at the end thereof a new subdivision to read as fol- 
lows :” 

“(f) Any agreement which would be within the provision of 
subdivision (c) or (d) of this section but for the fact that it 
was executed after the expiration of the period of limitation 
extended by such agreement, shall be valid and effective according 
to its terms if entered into after the enactment of the Revenue 
Act of 1928 (May 29, 1928) and before January 1, 1929.” 


““(c) The amendments made by this section to the Revenue Act 
of 1926 shall not be construed as in any manner affecting the 
validity of waivers made prior to the enactment of this Act, 
which shall be determined according to the law in existence at 
the time such waiver was filed.” 


2Act 1926, § 1109 (3) continued in force after the Act 1928. 
Act 1926, § 278 (d) as amended by Act 1928, §506. Act 1928, 
§ 272 (c). There was no provision in the 1921 and 1924 Acts. 

3Act 1926, $278 (c) amended Act 1928, § 506, Act 1928, 
§ 276 (b). Act 1924, §278 (c). Act 1921, § 250 (d) provides 
that the tax to be assessed within time fixed unless taxpayer 
and Commissioner consent in writing to later determination, 
assessment and collection. The force of the word “collection’”’ 
in Act 1921 does not seem to have been passed on. 

4Act 1926, § 274 (d), Act 1928, § 272 (d). Not in earlier Acts. 

sSee discussion post. : 

6Act 1926, § 279 (h), Act 1928, § 273 (Ch). 

7TSee Thornhill Wagon Co. v. Noel, 17 Fed. (2d) 407; Amer. 
Fed. Tax Rep. (6) 6514. 

8ict 1928, § 608. This clause new in 1928 Act applies only 
to claim rejected after enactment of 1928 and Treasury will not 
enter into agreement under this section at present time, August 
26, 1929; C. B. VIII-2, I. T. 2489, VIII/34/4317. Taxpayer should 
apply for execution of agreement about six months before expira- 
tion of the statute. 

9Shaffer v. Com., 12 B. T. A. 298; Gulf States Steel Co. v. Com., 
12 B. T. A. 1244; Lamborn v. Com., 13 B. T. A. 177; U. 8. Vv. 
John Barth Co., 27 Fed. (2d) 782; Amer. Fed Tax Rep. (6) 7941 
reversed on other grounds by Supreme Court of the United States 


May 13, 1929; 49 Sup. Ct. Rep. 366. American Powder Miils v. 
Com., 12 B. T. A. 305. 
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sessment because of a warrant of distraint issued after 
the running of the statute as to collection." In one 
case the court did not decide whether failure of a trus- 
tee in bankruptcy of a taxpayer to plead the statute 
of limitations was a waiver of that defense.’* Conver- 
sation and correspondence by the Commissioner and 
taxpayer do*not constitute a waiver.7* A waiver may 
be executed under mistake* or duress’** and it seems 
parol evidence is not admissible to vary the same.**» 
The statute expressly provides that it must be in writing. 

We must distinguish between waivers executed before 
there were any statutory provisions and, therefore, de- 
pending for their validity entirely upon princinles exist- 
ing entirely apart from the statute, and waivers exe- 
cuted after the statutory provisions were passed 
providing for the form and effect of waivers.*° This 
distinction has been generally overlooked, and conse- 
quently there has been great obscurity of thought in 
the Treasury, among members of the Board and the 
judges. Common law considerations have been con- 
fused with considerations depending on statutory pro- 
visions without attempting to distinguish whether the 
waiver in question was executed before the act or not. 
In this jumble the real force and effect of the statute 
has been entirely lost sight of. 


Waiver Before the Act of 1921 


The decisions in the Supreme Court of the United 
States’? and in the State courts as to the force and 
effect of waivers of the statute of limitations were, and 
still are, in hopeless conflict. Such a waiver was some- 
times sustained as an estoppel; in other cases as a con- 
tract and many times it was said that if a contract it 
was void unless supported by a consideration. The 
real point in all these cases, which was not observed, 
was not whether the debtor could waive the statute of 
limitations, but whether the waiver which he made 
could be specifically enforced against him when he 
subsequently changed his mind and decided to plead 
the statute. Strictly speaking, therefore, the remedy 
of the creditor was by proceeding in equity for an in- 


10National Tool Co. v. Routzahn, 28 Fed. (2d) 914; claim of 
credit of overpayment for the year 1918 against barred taxes for 
1916-17 as an inducement to Collector not to distrain, not a 
waiver as to 1916-17. C. B. VIII-1, G. C. M. 5739, VIII/8/4113: 
elaim of credit of overpayment for 1916-18 against barred taxes 
for 1917, not a waiver of the statute as to 1917. 

11C, B. VI-2, 95, G. C. M. 2581. 

12Glover-McConnell Co., 9 Fed. (2d) 683; Amer. Fed. Tax Rep. 
(5) 5759. 

18Earle v. Com., 12 B. T. A. 96. Gleichman v. Com., 17 B. T. A. 
147. 

14Est. John W. Peale v. Com., 13 B. T. A. 1101; not invalid 
because executed under mistake of fact. In Frank E. Harris v. 
Com., 16 B. T. A. 469; Siefkin said that in Joy Floral Co. v. Com., 
7 B. T. A. 800 the parties were acting under a mistake of fact. 
In Joy Floral Company v. Com., 29 Fed. (2d) 865, reversing 7 B. 
T. A. 800; Martin, C. J., said that waiver had been executed 
under mistaken belief that five year period had not expired and 
neither taxpayer nor Commissioner intended it as a waiver of 
ee Saeaeers right if any arising from the expiration of the 
period. 

15aAs to duress see Baure v. Com., 14 B. T. A. 933: Hodges v. 
Com., 14 B. T. A. 664; Panther Rubber Manufacturing Co. v. 
Com., No. 19431, 19432, Sept. 18, 1929. 

15bWelz & Zerwick, Inc., v. Com., 11 B. T. A. 1416. 

16Acts 1921-1924 only provided for waiver of assessment. 
Waivers of collection therefore before 1926 Act were in the same 
position as waivers of assessment before the Act of 1921. 

17In Randon v. Tobey, 11 How. 493 there was a waiver of the 
statute of limitation on a good consideration but Grier, J., said 
that it operated by way of an estoppel. In Andreae v. Redfield, 
98 U. S. 225 (1878), there was an action to recover custom duties 
illegally exacted, and the collector pleaded the statute of limita- 
tions. The plaintiff alleged certain conversations and promises 
by the auditor of the customs, the collector, and the Secretary 
~ the Treasury, that the presentation of the claim to the auditor 


THE NATIONAL INCOME TAX MAGAZINE 












November, 1929 


junction by way of specific performance of the terms 
of the waiver. It is obviously impossible, therefore, to 
venture any statement as to the validity of the waivers 
made before the statute was passed as the question has 
not come before the Supreme Court. There is a great 
dearth of authority’*, and the question does not seem to 
have been discussed. Waivers before the Act of 1921 
have been sustained in many cases without question. 


Effect of the Statute 


The statutes provide, in effect,’® that when the tax- 
payer and the Commissioner have consented or agreed 
in writing the tax may be collected or assessed beyond 
the period prescribed by the statute, and within the 
period prescribed by the consent or agreement, that 
is the period of limitation is prolonged upon the doing 
of a certain act. The issuing of a sixty day letter and 
appeal to the Board have exactly the same effect except 
that in these cases the period is prolonged to a certain 
time fixed in the statute instead of to a time fixed by 
the Commissioner and the taxpayer. What is more 
reasonable than to suppose that Congress intended to 
remove the doubt and obscurity which prevailed as to 
such waivers and clearly provide that a waiver or 
consent in the form specified should have the effect of 
prolonging the period, that is, that the tax might be 
assessed or collected within such period fixed by the 
waiver as the taxpayer and Commissioner have con- 
sented or agreed. It would be difficult indeed to find 
plainer language providing for the effect of a waiver, 
and the peculiar views as to the necessity of a consid- 
eration have arisen entirely from the carrying over 
of considerations applicable to waivers executed before 
the statute into waivers executed after the statute with- 
out stopping to perceive the distinction between the two 
classes of waivers. It has been supposed in many cases 
that a consideration is necessary to support a waiver*® 
and that the waivers are invalid unless executed within 
the statutory period of limitations or the period of 
previous waiver.”* 





would prevent the statute from running, and that the plea of 
the statute of limitations would not be interposed. The plaintiff 
alleged that he relied on these representations. The court said 
that the conversations and promises did not bar the statute (1) 
not a promise, and if a promise, not in writing; (2) they did not 
amount to a contract, and if they did there was no considera- 
tion: (3) there was no estoppel, because both parties were 
equally informed of the facts. Miller and Field dissented on the 
ground that the acknowledgments and promises of the officers 
of the government worked an estoppel. In Schroeder v. Young, 
161 U. S. 334 (1895), there was a promise by the purchaser in 
execution sale to the defendant in execution that the statute of 
limitations, for time of redemption, would not be insisted upon. 
The court, Brown J., said that the promise operated as an 
estoppel even though no consideration and not in writing. None 
of these cases appear to have been since cited by the Supreme 
Court, and the last case is to the effect that there is an estoppe! 
even though no consideration. 

18Joy Floral Co. v. Com., 29 Fed. (2d) 865 reversing 7 B. T. A. 
800; Martin, C. J., said that under the Act of 1918 an assessment 
beyond the period will be void as there was no provision for 
waiver. Warner Sugar Refining Co. v. Com., 4 B. T. A. 5; waiver 
of 1916 taxes on February 18, 1921, held valid on ground of 
competency of taxpayer to waive the statute without any other 
discussion. 

19The Acts uniformly provide in effect that the assessment 
shall be made or collection begun within a certain period unless 
the taxpayer and the Commissioner consent or agree in writing 


to a later date. The clear implication from those words is,. 


although unfortunately not specially provided, that the assess- 
ment or collection can be made at a time beyond that prescribed 
by the statute if the consent or agreement in writing is executed. 

20Loewer Realty Co. v. Anderson, 31 Fed. (2d) 268. Electric 
Steel Foundry v. Huntley, 32 Fed. (2d) 892. Spear & Company 
v. Heiner, Law No. 5609, Dist. Ct. for the West. Dist. of Penna. 
Franklin v. Com., 7 B. T. A. 636@639. Pantlind Hotel Co. et al. 
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The statute uses the terms, “consent in writing”, 
“agreement in writing.” Neither a consent nor an 
agreement constitute a contract at common law unless 
supported by a consideration. The use of these terms, 
therefore, necessarily excludes the idea of a considera- 
tion, which could only have been properly raised by the 
use of the word “contract.”’ What room is there, there- 
fore, to suppose that a consideration is necessary? Such 
a construction would require an amendment of the stat- 
ute to the effect that where the Commissioner and the 
taxpayer have agreed in writing upon a consideration, 
etc. It seems clear that the courts have no authority 
to so extend the meaning of the statute. A tax is not 
a debt and none of the analogies of the common law 
with respect to acknowledgments of a debt barring 
the statute are applicable.?? It is difficult to see how 
the Supreme Court, if the question comes before it, can 
escape the clear provisions of the statutes. It would 
clearly be inadmissible, for instance, for the courts to 
decide that the agreement must be written upon a cer- 
tain kind of paper, or must be in a certain specified 
form, or that the name of the taxpayer must be signed 
in a certain place. Is it not equally inadmissible to 
argue that a consideration must appear or that the 
agreement or consent must be signed before the expira- 
tion of the period of limitation? 

If the Commissioner, in reliance upon the terms of 
the statute, refrains from assessing or collecting because 
of the agreement, there is a great absurdity in reaching 
the conclusion that because the agreement did not have 
a consideration which is not mentioned in the statute, 
therefore it is void and thus preclude the Commissioner 
from assessing or collecting the tax when he has re- 
frained from acting in reliance on terms of the statute. 


{n nearly all of the waivers provided by the Treas- 
ury, it is recited that the waiver is made pursuant either 
to the provisions of existing internal revenue laws or 
to the provisions of some specific section of a Revenue 
Act. The force of these words has never been com- 
mented on.?* If the taxpayer expressly agrees in pur- 
suance of certain provisions, how can he possibly escape 
the force of the waiver as extending the period of limi- 
tation by contending that the waiver does not comply 
with the requirements not mentioned in the statute? 


This obscurity of thought as to waivers has given 
rise to several other contentions which should be prop- 
erly noticed here. It is first necessary to point out 
that Congress may shorten or lengthen the period of 


v. Com., 9 B. T. A. 878@883. Baur v. Com., 14 B. T. A. 933 @936; 
Hotel Wisconsin Realty Co. v. Com., 16 B. T. A. 334@339. 
Leasing & Building Co. v. Com., 16 B. T. A. 105@108. National 
Water Main Cleaning Co. v. Com., 16 B. T. A. 223. > 
20aIn American Feature Film Co. v. Commissioner, 11 B. T. A. 
1271, Littleton, points out that when the statute used the word 
“consent” it did not mean a contract, and therefore, the prin- 
ciples as to the law of contracts were not applicable, that there 


was no element of bargain in the execution of a consent under 
the statute. 


21Sée discussion post. 

22Part payment of a tax does not take the case out of the 
statute, distinguishing as entirely different part payment of debt 
at common law. C. B. VI-1, 95, G. C. M. 2581. 

23See, however, Dawkins, J., in Florsheim Bros. Dry Goods Co. 
— States, 26 Fed. (2d) 505; Amer. Fed. Tax Rep. (6) 
| ° 

24Sibley, D. J., in Bank of Commerce v. Rose. 26 Fed. (2d) 
365 ; Amer. Fed. Tax Rep. (6) 7700. Dawkins, D. J., in Florsheim 
Bros. Dry Goods Co. v. United States, 26 Fed. (2d) 505; Amer. 
Fed. Tax Rep. (6) 7722. Trammell in Sunshine Cloak & Suit Oo. 
v. Com., 10 B. T. A. 971. Wright, Taylor Co. v. Lucas, 34 Fed. 
(2d) 328, C. B. VIIT-1 Ct. D. 106, VIII1/37/4354. 
25Lowell, D. J., in Hood Rubber Go. v. White, 28 Fed. (2d) 
54; Amer. Fed Tax Rep. (6) 7983, thinks that Congress cannot 
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limitation at will,** may pass retroactive statutes, and 
may, when acting within the scope of its delegated 
powers, impair the obligations of a contract. These 
well-settled principles are sometimes dimly apprehended 
even by the judges of the United States Courts.*® 


The notion that the statute gives the Commissioner 
right or power to execute the waiver has been frequently 
advanced** but when examined carefully is found to be 
without weight. The Commissioner, in fact, executed 
waivers in countless numbers before any statute, and 
taxes have been collected by him at a period beyond 
that prescribed by the statute under those waivers. It 
seems, therefore, entirely inadmissible to argue that 
the Commissioner has no power to execute a waiver. 
The waiver as to him is a superfluity because he has 
the power and has many times assessed and collected 
taxes beyond the period of limitation. It would be as 
reasonable to argue that a man who has just climbed 
the Jungfrau was physically unable to make the climb. 
He has, in fact, climbed and that answers the question. 


The statute can not be construed in the absence of 
express words as doing the superfluous thing of con- 
ferring an authority upon the Commissioner that he 
already possesses and which he has, in fact, exercised 
many times. Congress should not be presumed to in- 
dulge in vain and useless repetition. The notion that 
the taxpayer by executing the waiver gives or restores 
to the Commissioner the right to assess or collect beyond 
the statutory period is entirely footless and somewhat 
of an absurdity.2* No private individual can confer 
any power or authority on the Commissioner. It is 
entirely beside the point to say that the taxpayer gives 
or restores to the. Commissioner a right which he al- 
ready has and exercises many times without any such 
act on the part of the taxpayer. 

The contention that the period prescribed in the 
waivers must overlap with the period of previous waiv- 
ers and with the statutory period of limitation, as to 
which there has been a great deal of controversy, pro- 
ceeds upon the same confusion in thought between the 
waivers before 1921 and those after. There is not a 
single implication in the wordings of the 1921 or subse- 
quent Acts to indicate that there must be such overlap- 
ping periods. Indeed the provisions of the 1924-26 Acts 
as to assessments when reasonably construed provided 
that the waiver must be executed after the period of 
‘limitation.2* A waiver executed after the period can 

(Continued on page 444) 


impair thg obligation of a previously executed waiver. Thatcher, 
D. J., in “Parish-Watson Co., Inc., v. Anderson, August 1, 1929, 
Dist. Ct. for the Southern Dist. of New York, thinks that sub- 
sequent extension of the period of limitations valid because 
taxpayer by a voluntary act brought himself within the scope 
of the extension. 


26Leasing & Building Co. v. Com., 16 B. T. A. 105, Littleton at 
108. Joy Floral Co. v. Com., 29 Fed. (2d) 865 reversing 7 B 
T. A. 800, Martin, C. J. 


— notion arises in part from the loose use of the word 
“right.” 


28Acts 1924-26, § 278 (c) provide, “where both the Commis- 
sioner and the taxpayer have consented in writing to the assess- 
ment of the tax after the time prescribed for its assessment 
* * * the tax may be assessed at any time prior to the expira- 
tion of the period agreed upon.’’ The words “have consented” 
may be construed to mean either (1) consented in the past before 
the statute (2) consented after the expiration of the statutory 
period. No other construction seems possible. Martin, C. J., in 
Joy Floral Company v. Com., 29 Fed. (2d) 865 reversing 7 B. 
T. A. 800, see also Spear & Co. v. Heiner, D. C. W. D. Pa. June, 
1929, McVicar, J., thinks they mean consented before the expira- 
tion of the statutory period. It is, however, impossible to agree 
with the learned judges on this point. 




























































Industrial Pensions— 


Are They “Gifts” or “Pay?” 


By ArtHur D. CiLoup* 


N ONE of his masterly discussions of legal princi- 
ples Justice Oliver Wendell Holmes refers to the 
statement of a French writer that every idea is 

“first a catechism, then a code.” 1 Those few words 
are the terse chronicle of several, at least, of the beliefs 
with which the average individual experience is 
familiar. 

If the development of such beliefs is retraced, it will 
be found as to most of them that an idea, which was 
theoretically originated and at first only tentatively 
broached, happened to fall into an aptness of phrasing, 
a suggestiveness of connotation, or even a channel of 
convenience that enabled it to “‘catch on”; after which 
the metamorphosis from hesitant 
query to positive assertion was the 
natural and cumulative result of repe- 
tition of the expression of the idea for 
what is said rather than for what it 
meant. 

The belief that industrial pensions 
are “gifts” is illustrative. This, posi- 
tively asserted, is a feature of the ma- 
jority of existing pension systems. Of 
the 5,000,000 employees now affected 
by pension plans of one kind or an- 
other 4,000,000, or more, when they 
read the pension “rules and regula- 
tions” under which they are working, 
run across a variant of the following: 

“The pensions are the voluntary 
gifts of the company, and create no 
contracts and confer no rights.” 

Pension systems as an industrial 
adjunct are comparatively new. Very 
few, scarcely a half-dozen, antedate 
the present century ; and about 80 per 
cent of those now in operation were 
inaugurated within the last 20 years. This refers only 
to the formal pension systems, i. e., those in which the 
payment of the pensions to employees already grown 
old in the service is associated with the promise of the 
pensions to the younger employees when they, too, shall 
have attained the age and the continuity of employment 
that will entitle them to be transferred from the payroll 
to the pension roll. 


At the very beginning of pension development the 
inclusion of the promise in the set-up of the formal 
system raised the question of the employer’s liability 
for the fulfillment of the promise; and the offer of the 
pension under certain conditions to be complied with 
compelled consideration of the contractual eventuality 


*Of the Chicago Bar; author of Pensions in Modern Industry 
(Hawkins & Loomis Co., Chicago). 


1The Collected Legal Papers of Justice Oliver Wendell Holmes. 


ArtTHuR D. CLoup 


of that offer and its acceptance by compliance. With 
no pension “experience” by which to be guided,” it was 
anticipated, nevertheless, that if the pension promise 
were to be admitted as contractually intended in its 
inception or were to be permitted to grow into a con- 
tractual eventuality in its consequences, the employer 
would find it necessary to reflect the inevitable liability 
for the payment of the pensions in his present books 
of account and to include its accumulating proportions 
on his current financial statement. But with the ulti- 
mate manifestation of the pension contingency not only 
unknown but at that time also somewhat difficult of 
estimation, the measurement of the liability would have 
been somebody’s guess; and, aside 
from the expediency of such a perma- 
nent commitment, there was no place 
in accounting practice for the current 
funding and ultimate discharge of a 
liability which would be both con- 
tingent as to its occurrence and con- 
jectural as to its amount. 

The net result of the thought on 
these matters was the evolution of 
the idea that the pension promise 
should not be a promise to pay the 
pension, but merely a promise to 
make the “gift” of the pension. This 
would not only avoid the contractual 
eventuality of offer and acceptance, 
but would also inhibit from the start 
any necessity of recognizing the 
promise as constituting either a pres- 
ent or a future liability. 

And thus it was that pensions 
came to be described in formal “rules 
and regulations” as “gratuities,” dis- 
cretionary in every respect of award 
and amount as well as payment and continuance after 
award. 

This conception of pensions was aided by the “past 
consideration” nature of the services rendered by those 
then-aged employees to whom the initial pensions were 
paid, and the legal insufficiency of such a “past consid- 
eration” to support a subsequent promise to recognize 
it. And with the spread of formal systems through 
the adaptation by one concern of the pension “rules and 
regulations” of another, the “gift” idea grew into the 
general acceptance that distinguishes its present use. 

But in contemplation of law a “gift” has two elements 
which the idea of industrial pensions as “gifts” seems 


to overlook. 


2A recent criticism of the Carnegie Foundation’s second down- 
ward readjustment of its teachers’ pension amounts in 1928 
refers to a similar readjustment in 1915, and mentions that the 
Foundation’s explanation then was that in 1905, when its plan 
was organized. there was insufficient data upon which to base a 
scientific pension system. 
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The first is inherent in the status of the giver, the 
donor, as being the owner of the thing to be given, and 
as being under no restrictions as to his disposition of 
the thing to be given. The individual owner of prop- 
erty, for example, may do as he pleases with anything 
that belongs to him; but the corporation owner of prop- 
erty is restricted in its use of all that belongs to it. 
The individual has complete freedom of disposal, but 
the corporation must confine its use of corporate prop- 
erty to its corporate purposes as these are expressed in 
or necessarily implied from its charter contract with 
the state of its domicile. 


And these corporate purposes do not extend to the 
making of “gifts.” For the second element of the 
“gift” which, is important here is that it is a voluntary 
transfer of property without any consideration or com- 
pensation therefor, a complete passing of title without 
any equivalent expected or received. Where the cor- 
porate purpose does not require a consideration to be 
received the corporate entity is a charitable corpora- 
tion, not an industrial enterprise. A corporation must 
be either the one or the other. It cannot be both; “a 
statute authorizing the incorporation of a charitable 
society obviously does not authorize the incorporation 
of a non-charitable society.”* And, conversely, a stat- 
ute which authorizes the non-charitable entity to exist 
around the definite quantity of assets in terms’ of which 
its capital stock finds expression does not authorize any 
disposition of those assets except as there shall appear 
a balancing equivalent to preserve both the legal and 
the accounting equilibrium of the use of the corporate 
capital. ‘Charity has no business to sit at boards of 
directors qua charity.”* And the cycle of the corpora- 
tion’s application of its assets to its purposes, while it 
provides for the incidents—and even the accidents—of 
business operations, does not provide for the outright 
disappearance of corporate values as the result of the 
positive act of giving them away. Such uncompensated 
disposition would be ultra vires.® 


This is important because of the fact that about 95 
per cent of the employees who are working under formal 
pension systems are in the service of corporation em- 
ployers. 


Now as to the consideration involved in the matter 
of pensions. The fact that a consideration exists will 


become apparent upon an attempt to answer this ques- 
tion: 


Was ever a pension awarded and paid to an indus- 
trial employee, under either an informal pension plan 
or a formal pension system, unless and until that em- 
ployee had furnished his employer with a substantial 
basis of business reasons for pensioning him? 


It will be extremely difficult to discover an instance 
of a pension actually given in the legal sense. Analysis 
will invariably disclose that the recipient was “worthy” 
or “deserving”, or had been a long time in the service, 
or was “faithful” or “loyal”, or in one way or another 
had delivered to his employer something additional to, 
extra-contractual of, his contract of employment®. And, 


3Corpus Juris, Vol. II, p. 372. 

+Hutton v. West Cork R. Co., L. R. 23 Ch. Div. (Eng.) 654. 
‘Heinz v. Nat’l. Bank of Commerce, 237 Fed. 942. 

*In re pensions as wages, see Dolge v. Dolge. 75 N. Y. Supp. 586. 
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in addition to the individual consideration, it will be 
found that a general corporate purpose will have been 
served, that the interests of the business will have been 
furthered, by the recognition of the quality or quantity 
of service which was individually rewarded. 


That this forwardly-planned consideration is inevi- 
tably involved in pensions of all kinds is indicated by 
the decisions which hold that bonus distributions, in 
the nature of pensions, made in contemplation of dis- 
continuance of the business are invalid, since there can 
be no color for the claim that a distribution under any 
such circumstances has a tendency to promote the cor- 
porate interests’. 


In a word, therefore, pensions are pay for something, 
for a specific and individual consideration received or 
to be received and/or for a general and collective con- 
sideration which will be evolved during the continu- 
ance of a going business. And so being, pensions are 
not “gifts”. Their putative giver is not legally capable 
of being a donor, and the subject matter of the alleged 
“gratuity” does not pass to its recipient without a con- 
sideration from the recipient which is legally sufficient 


to justify the use for pension purposes of the corporate 
capital or its accretions. 


In nearly all cases the consideration passing from 
the individual employee to the employer is continuity 
of service—the tacit renewal of the contract of em- 
ployment whenever it becomes—on its time basis of 
hour, day, week, month, or year—an executed contract. 
‘This is something the employee is under no duty to do, 
and his part of the doing of it will support both the 
fait accompli of its reward by a pension in the case 
where it is already.done, and the promise of its reward 
in the same manner where it is still in process of being 
done throughout a specified period’. 


Continuity of service has an acknowledged worth in 
business, not only because of its intrinsic desirability 
but also because, being the antithesis of labor turnover, 
it has a value in terms of the expense of whatever por- 
tion of labor turnover may be considered excessive and 
unnecessary. Rewards for continuity of service, there- 
fore, are legitimate items of employee-costs, ordinary 
and necessary expenses of the business whether mani- 
fested as bonuses for the shorter continuity, such, for 
example, as will complete a job (as in Scott v. Duthie 
& Co., Note 8), or as pensions for the maximum con- 
tinuity which already has evolved or will in future 
evolve the aged employees as individual constituents of 
the employer’s problem of disposing of them, they are 
“extra compensation to the employee,” and as a matter 
of income tax, “should be reported by the corporation.”® 
Made to the employees singly, they are payments for the 
extra consideration—outside of and additional to the 
considerations of the contract of employment—which 
is delivered by the employee and is received and, by 
way of the reward, is recognized and acknowledged by 








TStroud v. Royal Aquarium (1903) 89 L. T. N. S. (Eng.) 243: 
Warren v. Lambeth Water Works (1905) 21 Times L. R. (Eng.)} 
685. Tlustrative of the individual’s freedom of disposal in this 
respect is the distribution, among the employees who had worked 
for him 15 years or more, of a sum in excess of $1,000,000, re- 
cently made according to current press reports by a department 
store owner on the occasion of the sale of his store. 

8Scott v. Duthie & Co., 216 Pac. 853. 


han 1600: C. B. June, 1923, p. 184: Fed. Tax Service, Vol. I, 
p. 3941. 
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the employer. And made to the employees collectively 
they have the same significance; contributions for the 
general benefit of the employees are the equivalents of 
individual allowances, since: they are paid out with 
the corporate purpose that the benefit to the business 
will develop from the active payroll in the same way 
that it is expected to follow the removal of the inefh- 
cient aged workers. 


The tribunals whose function it is to interpret the 
tax statutes have consistently followed this rule in re- 
spect of individual allowances such as bonuses’? and 
pensions?, and in respect of collective allowances such 
as pension fund contributions’? and contributions for 
the general benefit of employees’. 


Always the individual payments are additional com- 
pensation; and the collectively applied payments are 
the equivalents of additional compensation—the latter 
borne out by the decisions which confine payments of 
the kind to purposes which are not only those “serving 
the corporate ends,” but are also “reasonably tributary 
to the promotion of those ends in a substantial and not 
in a remote and fanciful sense.”"* 


As a matter of law, therefore, the conclusion that 
pensions in general are not “gifts” or “gratuities” but 
instead are a form of extra compensation for a form of 
extra service is the sound conclusion. 


This, however, although it is true of the majority of 
industrial pensions, is true only as to corporate pensions 
which are awarded and paid as the expression or result 
of corporate acts wherein the corporation itself, as the 
owner of the property to be transferred from one own- 
ership to another, parts with it for pension purposes. 
There remains the fact that the individual owners of 
the corporation, i. e., the stockholders, have the same 
freedom of disposal concerning the corporation which 
they own as any individual has with respect to anything 
else he may own. For if one individual has complete 
power of disposal, by sale or gift as he may prefer, 
over what belongs to him, several or even many indi- 
vidual owners have the same freedom of action as to 
what belongs to them. 


From this situation it may follow that there are cer- 
tain circumstances under which pensions paid out of 





10Christmas bonuses: Boericke & Runyon, 3 B. T. A. 384; E. C. 
Brandenberg, 4 B. T. A. 108; McCoy Brandt Mach. Co., 8 B. T. A. 
909: H. R. Ketcham, 9 B. T. A. 1208; additional to salary: John 
H. Parrott, 1 B. T. A. 1; Alabama Coca Cola Bottling Co., 1 B. 
T. A. 837; accrual during taxable year: oe Hotel Co., 
4B. T. A. 441; Odell Hardware Co., 8 B. T. 485; J. F. ar 
8 B. T. A. 687; general: West Point Saetaned Co., es 3 
436; Wm. B. Foster, 3B. T. A. 179; Albert O. Foster, : B. r. an 


180; Lihue P antation Co., 2 B. T. - 740; B. Colitz, 3 me, B 
947; I. J. Boyum, 7 B. T. A. 1084: Rome Wire Co., 8 B. T. A. 
369; A. J. Mount, 10 B. T. A. 1156; P. H. Marcum, 10 B. T. A. 
1192; WwW. Temple, ae @. F A, 1238; Moline Dispatch Pub. Co., 


11 B. T. A. 934 
110, Wilderman Co., 8 B. T. A. 771. 


12Hibbard, oe Bartlett & Co., 5 B. T. A. 464; Live Stock 
Natl. Bank, 7 B. A. 413 


184 church nada fe a its mill village; Poinsett Mills, 1 B. 
T. A. 6; school: Holt-Granite Mils Co., 1 B. T. A. 1246; hospital 
facilities: Elm City Cotton Mills, 5 B. T. A. 309; hospital: 
Franklin Mills, 7 B. T. A. 1290; prevention of labor disputes : 
Richmond Hosiery Mills, 6 B. T. A. 1247; welfare work among 
employees: Kekaha Sugar Co., Ltd., B. T. A. October 1, 1928; 
disallowed in absence of benefit : Boucher-Cortright Coal Co., 7 
B. T. A. 1; Corning Glass Works, 9 B. T. A. 771; EB. M. Holt Plaid 
Mills Co., 9 B. T. A. 1360. And see Reg. 69, Art. 562. 


148teinway v. Steinway & Sons, 17 Misc. 43; 404 N. Y. Supp. 
718. And see E. M. Holt Plaid Mills, Inc., 9 B. T. A. 1360, where 
a contribution to the Boy Scouts was held to show “no direct 


mx; to the business.” And see Corning Glass Works, 9 B. T. 
P. ‘ . 
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corporate funds will, in fact and in law, be “gifts” in 
the true sense of the term. Thus, for example, it is 
imaginable that the stockholders of a business corpo- 
ration without creditors might effectuate, for no con- 
sideration whatever, the transfer of a large amount of 
its money or property. 


In such an event, however, the passing of title would 
have to be grounded upon the consent of all of the 
stockholders, for nothing short of the personal approval 
of every individual in whose name a certificate of stock 
was outstanding would be sufficient to vest in the donee 
the ownership of the money or property so bestowed ; 
his title would be open to attack by “any non-consenting 
minority no matter how inconsiderable.”!® Less than 
all of the owners, even in the complete absence of cred- 
itors, would be not enough, for the rule of corporate 
action under which the majority governs has no appli- 
cation outside of the expressed or implied corporate 
powers, and would necessarily be in suspense on any 
occasion so extraordinary. Such an unsupported trans- 
fer, moreover, would not be a corporate act; it would 
not be even an ultra vires act, attempted to be validated 
by the unanimous consent of the stockholder-owners. 
It would be only a personal act—no less personal be- 
cause done by numerous persons collectively than if 
done by one person alone, and no more corporate be- 
cause done by persons owning corporation stock than 
if performed by the same number of other persons. 
The collective personal act would affect the corpora- 
tion, to be sure, by the reduction of its assets; but this 
would not be the result of anything expressed or im- 
plied in the charter. 


The possibility of such a situation was developed in 
the proceedings subsequent to the first decision of the 
3oard of Tax Appeals, which was that upon the Appeal 
of John H. Parrott, 1 B. T. A. 1. This matter was 
decided four times; and the successive decisions furnish 
almost a text upon the status of a reward, bonus or 
pension as extra compensation. 


In his income tax return for 1920, Parrott excluded 
from gross income $35,000 paid him in excess of his 
salary by the American Coal Co., of which he was gen- 
eral superintenderit. On audit, however, the Commis- 
sioner of Internal Revenue determined that it should 
have been included. Parrott appealed to the Board of 
Tax Appeals which held against him, and the tax was 
then assessed on the basis of including the $35,000 as 
income. Parrott paid the tax, $22,915.25, under pro- 
test, and sued, in the District Court for its recovery. 
The decision there (8 Fed. (2d) 306) was in his 
favor, on the theory that the $35,000 received by him 
in addition to his salary was, by act of the stockholders 
a gift. The defendant, Noel, then appealed, and the 
Circuit Court of Appeals (Fourth Circuit, June 8, 
1926) reversed the District Court, and held that the 
$35,000 was not a gift, but was instead either a com- 
pensation for services rendered by Parrott, a profit 
from the sale of his stock in the corporation, or both, 
and in either case was taxable income. The facts were 
that on July 14, 1919, a resolution was adopted by the 
executive committee of the American Coal Co., “that 
a gratuitous appropriation equal in amount to $3.00 per 





187 R. C. L. 311. , 
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share on the outstanding stock of the company he set 
aside out of the assets for distribution to certain officers 
and employees of the company and that the executive 
committee be authorized to. make such distribution as 
they deem wise and proper.” In May, 1920, the offi- 
cers distributed the fund so appropriated; and the 
company, in its income tax return for 1920, treated the 
$35,000 distributed to Parrott and the sums paid to 
others under the resolution as salary deductions from 
its gross income. 

The decision of the Commissioner of Internal Reve- 
nue and all three of the tribunals which passed upon 
this case recognized that the distribution was not made 
in contemplation of a discontinuance of the corporate 
enterprise. The Board of Tax Appeals treated it as a 
bonus: “The taxpayer’s counsel urges that the use of 
the word ‘gratuitous’ in the resolution of the executive 
committee of the corporation indicates an intent to make 
a gift. Weare not satisfied that this is so. The appro- 
priation is indicated as being ‘gratuitous’ whatever that 
may mean (and it probably merely means that it is not 
made under compulsion), but it should be noted that 
the adjective qualifies the appropriation and not the dis- 
tribution provided for. The resolution provides that 
the executive committee shall distribute to certain officers 
and employees of the company ‘as they deem wise and 
proper.’ In a direction to corporate officers, ‘wise’ cer- 
tainly means for the best interest of the corporation, 
and ‘proper’ undoubtedly includes within its meaning 
intra vires. * * * it might well have been that ad- 
justed compensation, such as is commonly called a 
bonus, was intended for the purpose of rewarding off- 
cers and employees for long and faithful service and of 
encouraging them and their successors to fidelity and 
zeal in the future. We must judge the corporate intent 
from the corporate acts themselves not from the inter- 
pretation placed upon them by some individual. The 
corporate acts in this case were the resolutions men- 
tioned, authorizing a wise and proper distribution. The 
contract between certain stockholders and the purchaser 
was not a corporate act. The deposit by other stock- 
holders of their shares under the provisions of that 
contract was not a corporate act, nor can it be deemed 
in any way a ratification of a gift proposed by the direc- 
tors to be made by the corporation to certain of its 
officers, * * *. Corporate action is presumed regular 
until shown to be otherwise. The payment of a bonus 
woud be regular, the making of a gift would be ir- 
regular.”’?® 


The District Court, however, in holding the distribu- 
tion a gift, by personal act of the stockholders, said: 
“Tt is insisted on behalf of the defendant that, without 
regard to the intention of the directors of the company 
in voting for the adoption of the resolution making the 
appropriation of money and providing for its division 
and distribution among certain of the officers and em- 
ployees, the thing itself, although so called, was not in 
fact a gift within the purview of the tax laws, because 
the term ‘gift’, as used in the act, means a valid gift, 
and not an invalid unauthorized and illegal payment, 
and that, since the directors of a corporation as trustees 
of its property have no right to give away any of its 
property, except in the advancement of the interests 





16Appeal of Jahn H. Parrott, 1 B. T. A. 1, at p. 3. 
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of the corporation itself, their action was ultra vires 
and void, except upon the theory of compensation for 
services rendered or to be rendered. Undoubtedly, the 
fund from which the money received by the plaintiff 
came belonged to the stockholders of the corporation, 
and undoubtedly also, the directors of the corporation 
are not the agents of the stockholders for the purpose 
of divesting the corporation of any of its property, 
except in the ordinary course of the business of the 
corporation and, therefore, an appropriation of the 
funds of the company as a gift by act of the directors 
without the consent of the stockholders, would ordinari- 
ly be a misappropriation—certainly an act beyond the 
corporate powers of the directors, and for which in 
most cases they would be personally liable at the suit 
of the corporation or a stockholder of the corporation. 
On the other hand, it is undoubtedly true that the 
stockholders of a private corporation may, by unan- 
imous agreement, where the rights of creditors are not 
involved, and where the proposed act will not impair 
their obligations to the state of their creation, dispose 
of the corporate assets without restriction.”” 

But the Circuit Court of Appeals viewed the distribu- 
tion as the act of the corporation and not the act of the 
stockholders, i. e., as a corporate instead of a personal 
act. The Court said: “Not only was the payment of 
the $35,000 not prompted by generosity and not without 
consideration, but it affirmatively appears that it was 
made upon a consideration, and that it was deemed a 
‘wise and proper’ expenditure by the executive com- 
mittee of the board of directors. It nowhere appears 
that it was treated or referred to as a ‘gift’, but, on the 
contrary, was claimed by the corporation as a salary 
deduction from its gross income in its income tax re- 
turn. There is some controversy as to whether the 
character of the payment to plaintiff should be deter- 
mined by reference to the resolutions of July 14, 1919, 
or by reference to the contract of April 24, 1920, and 
the subsequent letter of April 26th, to the stockholders, 
and their sales of stock pursuant thereto; but no matter 
which of these is looked to, or whether all are consid- 
ered together, it is clear that the transaction was not a 
gift. If we look to the resolutions of July 14, 1919, it 
appears that the appropriation from the assets was for 
distribution to ‘certain officers and employees of the 
company’ and that the executive committee was author- 
ized to make such distribution as they might deem 
‘wise’ and ‘proper.’ This negatives the idea that a gift 
was intended; for the distribution was to be made to 
those who had rendered services to the company; i. e., 
to those from whom the company had received a con- 
sideration in the past. It was to be made as the execu- 
tive committee might deem wise and proper; i. e., in 
accordance with the interests of the corporation and the 
deserts of the persons to be benefited by the distribu- 
tion. The distribution was thus to be in the nature of 
a bonus, which ‘is not a gift or gratuity, but a sum paid 
for services, or upon a consideration in addition to or 
in excess of that which would ordinarily be given.’*®” 


As a rule boards of directors cannot make pension 
(Continued on page 445) 


17Parrott v. Noel, 8th Fed. (24) 368, at p. 371. 
18Noel v. Parrott, 15 Fed. (2d) 669, at p. 671. 



















































































































































































































































































































































Taxing Unrealized Income— 
An Accrual Fallacy? 






By Freperick L. PEarcE* 


HERE is a bit of irony in the situation that has 
resulted from the strict application of the accrual 
system of accounting to the computation of profit 
for income tax purposes. It seems only natural that 
the Bureau of Internal Revenue should find a method 
acceptable which results in reported profit as taxable 
income before, and in many cases long before, the pro- 
ceeds of a sale are collected. In practice, moreover, that 
system is further employed as a yardstick for deter- 
mining whether any other method of bookkeeping, that 
may be adopted by a taxpayer, clearly reflects income. 
Blame for this cannot be lodged with 
the Bureau, however, but the fault, if 
any, lies rather in the vigor with 
which the accounting profession has 
insisted upon the all inclusive accuracy 
of the accrual system. Is not a 
method which requires the present 
payment of taxes in cash upon “ac- 
crued” profits for which no cash has 
as yet been realized, however, a doubt- 
ful standard for computing taxable 
income ? 

In the period following the Civil 
War until specie payments were re- 
sumed in the seventies, hard cash was 
the life-blood of business. Credit 
was an unstable thing, little to be 
trusted. Under these conditions our 
fathers were taught to conduct their 
business activities in terms of cash 
received and spent. No major dis- 
bursement was contemplated until the 
funds therefor were practically 1n 
hand. Again in the gold panic of 
1893 the danger of too great a reli- 
ance upon credit structure was further emphasized. 
Scarcely more than a generation ago, by far the ma- 
jority of business men computed profit upon the basis 
of cash receipts and disbursements. 

With the growth of corporate activity and the expan- 
sion of business into larger and more complex units, 
the simpler accounting systems of our fathers seemed 
to be inadequate. The computation of costs, in the 
face of increasing competition, had to be made more 
accurately. The great expansion of credit facilities. 
with successive improvements in our banking and finan- 
cial system, lifted us above relying exclusively upon 
the money-in-hand philosophy. As a consequence the 
accrual system of accounting arose as a refining influ- 
ence in the field of record keeping. 

It is true that with the rise of the accrual method 
great strides have been made in the field of accountancy. 
Cost finding has been reduced practically to an exact 
science and many opportunities for error have been 


*Member of the.District of Columbia Bar and Certified Public 
Accountant of North Carolina. ; 
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eliminated in other branches. Presumptively at least 
comparisons from period to period and year to year are 
made more accurately. With the refinement of the 
system, however, has there not arisen an equally grave 
danger that the time and effect of the ultimate step in 
all business transactions may be lost sight of, i. e., pay- 
ment ? 
Accrual Fallacies 

All manufacture and trade contemplates an eventual 
sale of the product followed by collection of the pro- 
ceeds. Even in the learned professions and personal 
service organizations remuneration is 
presumably to be secured. Certainly 
no gainful occupation is financially 
successful without the last step, 
namely, that of gathering the fruits of 
the labor and material expended. In- 
deed it can scarcely be denied that if 
the last step, the collection process, 
fails, no profit is made and no income 
is earned. Under the accrual system, 
however, the money-in-hand _ phil- 
osophy of our fathers is forgotten, 
and profits are counted before the pro- 
ceeds are reduced to possession. In 
computing the profits successful col- 
lection is presupposed, and the post- 
poned realization of the proceeds is 
ignored. 

The fallacy of blindly relying upon 
such a system, however, was suddenly 
brought home to the business world 
during the deflation period of 1920 
and 1921. Overnight liquid accounts 
and notes became “frozen credits.” 
Inventories could be sold for only a 
fraction of their cost. The market for securities, the 
second line of reserve, melted away. The bonding value 
of plants disappeared and bankers were fearful of 
making new commitments. Profits computed upon an 
accrual basis were a travesty upon fact; accounting had 
to be reduced to a liquidating basis. In short, business 
thinking had returned to the hard cash basis of a pre- 
ceding generation. Did not the accrual method of 
handling business records fail to stand the test of 
adversity? Nevertheless, income taxes in many cases 
had to be paid upon accrued profits which proved in 
a later period to be uncollectible. 

It has been demonstrated that every organization, 
no matter how large, requires cash-collection thinking. 
This conclusion is supported by the rise in favor of 
the comptroller function in large corporations. Ex- 
penditures must be balanced against cash sources if the 
organization is to survive. Those supporting the accrual 
system, however, have been slow to learn the lesson of 
the deflation period. The present accounting texts, 
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which are almost universally followed, still persist in 
counting profits before collection, as earnings. Con- 
sidering the ultimate step in every business transaction, 
it is doubtful if the so-called accrual method truly re- 
flects realized income. 

The fallacy in the accounting for profits under the 
accrual system appears to rest in the time element. 
Certainly under the philosophy of our fathers the profit 
resulted at the time of collection and not from the 
mere sale. Until the cash was received no profit was 
realized. 

Accrued profits require many adjustments upon con- 
ditions subsequent to the counting of the earnings. The 
shipment may be rejected as unsatisfactory ; or the price 
billed may not prove to be that quoted. During the 
credit extension period latent defects may be uncov- 
ered, requiring adjustment or entire cancellation of the 
sale. In foreign trade a variation in the exchange rate 
may greatly alter the proceeds after the credit is ex- 
tended. Last of all the collection may be long deferred, 
fail partially or even entirely. Meanwhile are not prof- 
its inflated by uncollected earnings which will certainly 
not be realized until a later date? 

Other dangers attend the recording of anticipated 
earnings. Dividends may be disbursed by a corporation 
or withdrawals made by individual proprietors, from 
“profits” which later prove to have been merely hoped 
for. Certainly the tendency to deplete working capital 
is to be deprecated ; and in the case of corporate direc- 
tors the declaration of dividends from unrealized earn- 
ings may give rise to personal liability. Especially from 
the point of view of income taxation, it appears an 
unsound business policy to be required to pay out hard 
cash in taxes upon “accrued” profits which have not 
been collected and may never be realized if collection 
fails. Granting the time fallacy is demonstrated, does 
not the accrual system require some further improve- 
ment in order that it may reflect the proper time to 
account for truly realized income? 

The Remedy 

Assuming the good faith of the business organiza- 
tion for which the records are being maintained, the 
payment of its obligation will follow in accordance with 
the terms under which it is incurred. It is conserva- 
tive, therefore, to accrue costs and expenses when the 
material has been received or the service actually ren- 
dered. A present fact is being recorded; the business 
already has the benefit of the items accrued. 
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On the other side of the statement, however, the 
accrual method persists in counting profits while the 
final step in the transaction is yet in prospect. Collec- 
tion of the profit is presupposed or at best the credit 
hazard is anticipated by an estimated reserve. But 
should not the procedure be reversed in order to reflect 
the true time of the realization of income? Should 
not the counting of the profit be postponed pending 
the outcome of the collection process? 

The danger in counting anticipated profits is recog- 
nized and at least partially counteracted in computing 
intercompany profits within a consolidation. .The ac- 
cepted authorities recommend the reserving of such 
profits as unrealized pending final disposition of the 
product outside the affiliated group. This practice 
discloses a refinement in considering the time element 
in counting profits. 


The installment dealers in personal property appear 
to have solved their problem of accounting for profits 
in relation to the time of actual collection. With their 
credit experience, these firms soon realized the fallacy 
of counting an assumed profit not reduced to possession. 
As a consequence a system that is substantially upon a 
realization basis has been adopted in the installment 
field, and finally approved for income tax purposes 
in Section 212 (d) of the Revenue Act of 1926. Are 
not the installment people more accurately recording 
the time of truly earned income, than those who report 
upon the accrual basis? 


It is possible that the accrual system may be satis- 
factory as a mirror for reflecting current business pros- 
pects. From the point of view of an income taxpayer, 
however, is it a sound fiscal policy to adopt or persist 
in following an accounting system which requires the 
payment of taxes in cash before collection of the income 
in cash? Is such a method determining income of the 
same specie in which taxes must be paid? Is it wise to 
give the government a prior lien not only on the income 
the taxpayer does get but also upon income he will not 
get until later, if at all? 

If for no other reasons a refinement of the time 
element in the accrual system of counting profits should 
be seriously considered. Is it unreasonable to hazard 
the suggestion that all accrual systems would do well 
to follow the lead of the installment method and defer 


counting profits as earnings until after collection is 
effected ? 





Amendments of Regulations 
RTICLE 421 of Regulations 14, relating to inspec- 
tion of income tax returns has been amended? by 
adding at the end thereof the following: 

Under date of March 14, 1929, the foregoing regulations 
were amended with the approval of the President by the addi- 
tion thereto of the following paragraph: 

“20. The Commissioner of Internal Revenue shall cause to be 
prepared a written decision in every case in which an over- 
assessment. (whether resulting in a refund, credit, or abate- 
ment) of an income, war-profits, excess-profits, estate, or gift 
tax is allowed, in excess of $20,000, and such decision shall be 
considered a public record and shall be open to inspection, dur- 
ing regular hours of business, in the office of the Commissioner 
of Internal Revenue or such office as he may designate. Such 
decision shall give. the amount of: the overassessment and shall 
be accompanied by a brief summary of. the relevant, facts and a 
citation of the authorities applicable thereto, or, in a case in 


which a decision of a court or of the Board of Tax Appeals 
has become final, by a citation of the court or Board decision. 
Under no circumstances shall the provisions’ ofthis paragraph 
be construed as making any return, or any part thereof, open 
to inspection, or as authorizing the source of any income, gains, 
or: profits, or the specific transactions resulting in losses or 
expenditures, to be made public; nor shall any of the informa- 
tion contained in any return or relating thereto be made public 
except in accordance with, and to the extent necessary itl 
carrying out, these regulations.” 


Article 1090 of Regulations 69 has been amended? 
likewise but with the further addition of the following: 


Under date of July 23, 1928, paragraph numbered 10 of the 
foregoing regulations was amended with the approval of the 
President to read as follows: 


“10. The return of a corporation shall. = open .to inepestion 
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by the president, vice president, secretary, or treasurer of such 
corporation, or, if none, by any of its principal officers, upon 
satisfactory evidence of identity and official position, or by the 
duly constituted attorney in fact of such officer. The return of 
a corporation which has since been dissolved shall, in the dis- 
cretion of the Commissioner of Internal Revenue, be open to 
inspection to any person who under these regulations might 
have inspected the return at the date of dissolution.” 


Court Decisions 


Claims for Refund.—Any defect in the form of a claim 
for refund of excess profits tax for 1917 is held to have 
been waived by the Commissioner by recomputation and 
partial repayment of the tax as requested by the taxpayer 
in an amendment to the original claim, and the claim is 
held to have become effective upon such amendment after 
the expiration of the period of limitation but before final 
rejection.—District Court of the United States, Western 
District of New York, in Henry C. Zeller and Edward G. 
Zelier v. The United States of America. 


Capital Stock Tax.—A company which during the years 
1921-1923 owned and held undeveloped coal properties, 
owned and voted all the capital stock of an associated com- 
pany, and bought and held a house and lot which yielded 
an annual rental is held to have been “doing business” as 
contemplated by the Revenue Acts of 1918 and 1921 so as 
to be subject to the capital stock tax imposed by those acts. 
Similarly, two associated companies carrying on more 
numerous transactions, such as loaning money at interest 
were held to be subject to the tax.—United States Circuit 
Court of Appeals, Third Circuit, in Harmar Coal Company 
v. Heiner, Collector; Indianola Coal Company v. Lewellyn, 
Collector; Indianola Coal Company v. Heiner, Collector; 
Bessemer Coal & Coke Company v. Lewellyn, Collector; 
Bessemer Coal & Coke Company v. Heiner, Collector. Nos. 
3968, 3969, 3970, 3971 and 3972. October term, 1929. 


Contributions, Nondeductible——Contributions made by an 
individual to the Philadelphia Award in 1921 and 1922 under 
an instrument held to have created a trust are held not 
deductible under Section 214 (a) (11) of the 1921 Act, not 
being made to or for the use of a political subdivision of 
the United States for exclusively public purposes, because 
the City of Philadelphia was given no control whatever 
over the trust fund created, nor to or for the use of a “cor- 
poration, or community chest, fund, or foundation,” the 
immediate donee not being a corporation in the ordinary 
sense, nor a community chest, a community fund, or a com- 
munity foundation.—District Court of the United States, 
Eastern District of Pennsylvania, in Edward W. Bok v. 
Blakely D. McCaughn, Collector of Internal Revenue. No. 
121778, December term, 1928. 


Corporate Surplus Distribution in Liquidation, Taxation 
of.—The Commissioner’s determination of the taxable status 
of corporate surplus distributed to stockholders as a partial 
liquidating dividend is approved, such determination being 
made on the basis that profit on the sale at the cost price 
of depreciable assets sold subsequent to March 1, 1913, but 
acquired prior thereto was realized in the difference be- 
tweén the sales price and the cost depreciated from the 
date of acquisition to the date of sale at a flat rate on the 
cost thereof, and that the entire amount of such profits was 
accumulated subsequent to March 1, 1913, in the absence of 
any evidence of the value on that date, the burden relative 
thereto being on the taxpayer. The circumstance that 
error in depreciation adjustments is beyond correction as 
to the corporation is no reason why it should be perpetuated 
and result:in further improper loss to the Government and 
further improper gain to the stockholders——United States 
Circuit Court of Appeals, Eighth Circuit, in A. C. Holm- 
guist, Appellant, v. David H, Blair, Commissioner of Internal 
Revenue, Appellee. J. W. Holmquist, Appellant, v. David H. 
Blair, Commissioner of Internal Revenue, Appellee. Nos. 8536 
and 8537. May term, 1929. Decision of Board of Tax 
Appeals, 12 B. T. A. 1439, affirmed. 


Dividends, Taxable.—Dividends credited to stockholders 
on a corporation’s books under an understanding that they 
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would not be paid until funds were available and paid to all 
but the majority stockholder in the year declared, are held 
to be income to such stockholder in the year credited, in 
the absence of evidence easily obtainable by him as to 
whether such dividends were actually available—United 
States Circuit Court of Appeals, Fourth Circuit, in W. B. 
Brooks v. Commissioner, No. 2860. Decision of Board of Tax 
Appeals, 12 B. T. A. 31, affirmed. 

Federal Estate Tax.—The value of Pennsylvania real 
estate owned by a decedent and her husband as tenants by 
the entirety should be excluded from the decedent’s gross 
estate.—United States Circuit Court of Appeals, Third Cir- 
cuit, in Commissioner v. Girard Trust Company et al., Execu- 
tors, B. H. J. Woolston, deceased. No. 4025. Board of Tax 
Appeals decision, 10 B. T. A. 1100, affirmed. 

Income, Taxable—The amount of a judgment paid to 
the taxpayer in 1920 incident to a long-term contract partly 
performed in 1913 to 1916 does not come within the Su- 
preme Court’s definition of income in Eisner v. Macomber, 
252 U. S. 189, and should not be reported even though a 
loss on the contract was deducted in each of those years, 
inasmuch as it is held that reimbursement of loss is not 
necessarily to be treated as income because received in a 
year subsequent to that in which the loss occurred.— 
United States Circuit Court of Appeals, Fourth Circuit, in 
Sanford & Brooks Company v. Commissioner of Internal Reve- 


nue. No. 2827. Decision of Board of Tax Appeals, 11 B. T. 
A. 452, reversed. 


Installment Contracts.—Paving contracts calling for pay- 
ment by installments as work progressed, and containing 
a provision that the pavements be maintained in good con- 
dition for five years, are held not to be long-term contracts, 
where the work was as a rule completed in the year of 
ccmmencement.—United States Circuit Court of Appeals, 
Third Circuit, in George Vang and George Lanz, Receivers 
of Thomas Cronin Company, a Corporation, v. C. G. Lewellyn, 
Collector; George Vang and George Lanz, Receivers of Thomas 
Cronin Company, a Corporation, v. D. B. Heiner, Collector. 


Nos. 4053 and 4054, March term, 1929. Decision of lower 
court affirmed. 


Installment Sales of Real Estate.—The installment basis 
of reporting income from the sale of:real estate in 1925 is 
held allowable under Section 212 (d) of the 1926 Act where 
the aggregate of the down payment and of payments made 
during the year was less than one-fourth of the purchase 
price and there were second mortgage notes for approxi- 
mately one-third the purchase price payable in five annual 
installments, notwithstanding the fact that the purchaser as- 
sumed first mortgage notes in an amount slightly in excess 
of one-half the purchase price, it being held that no benefit 
was received by the seller with respect to such notes until 
they were paid according to their tenor.—District Court of 
the United States, Western District of Kentucky, in S. J. 
Schneider, Trustee of the Estate of Bagby-Howe Drug Com- 
pany, Bankrupt, Plaintiff, v. Robert H. Lucas, Collector of 


Internal Revenue for the Collection District of Kentucky, De- 
fendant. No. 1068. : 


Invested Capital.—The legal reserve of a stock life insur- 
ance company, employing the level premium plan, held to 
constitute invested capital for excess profits tax purposes.— 
District Court of the United States, Eastern District of 


Virginia, in Atlantic Life Insurance Company v. R. C. L. 
Moncure. 


The value of good will acquired for stock in 1916 is de- 
termined for invested capital purposes, being based on a 
consideration of the opinion of qualified experts offered in 
testimony, which it is held that the Board, in the absence of 


knowledge, experience and judgment of its own, could not 
disregard. 


The Board is held properly to have exercised its discre- 
tion in refusing to reopen a case and redetermine invested 
capital and tax liability for prior years, such matters. not 
having been put in issue in the petitions filed—United 
States Circuit Court of Appeals, Third Circuit, in Boggs & 
Buhl, Inc., v. Commissioner of Internal Revenue. No. 4017, 


March term, 1929. (Decision of Board of Tax Appeals, 
11 B. T. A. 612, modified.) 
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Nontaxable Gains—Profit from Sale of County and 
Municipal Bonds.—Profit realized from the sale of county 
or municipal bonds is held not subject to Federal income 
tax inasmuch as the enforcement of such a tax would inter- 
fere with the proper exercise of the governmental powers of 
a State and would prove a “burden on loans” and an “im- 
pediment to the power of borrowing.”—Circuit Court of 
Appeals, Eighth Circuit, in L. M. Willcuts, Collector of In- 
ternal Revenue, v. Charles W. Bunn. No. 8565. 

Statute of Limitations.—The refund of an overassessment 
for 1918 is held not barred by the statute of limitations, 
where a general claim for refund was filed within the statu- 
tory period, subsequent to such period being amended to 
cover a request for special assessment, the validity of the 
latter being upheid inasmuch as the facts indicated that the 
Commissioner completely understood the taxpayer’s real 
grounds for refund.—District Court of the United States, 
W. D. of New York, in Art Metal Construction Company v. 
United States. 


Trust Taxable as Association——An association operating 
under a declaration of trust is held on the facts to have been 
conducting a business for profit in quasi corporate form and 
therefore to be liable for tax as a corporation under the 
1918 Act.—United States Circuit Court of Appeals in Little 
Four Oil & Gas Company, a Trust, Pittsburgh, Pa., Appellant, 
v. D. B. Heiner, Collector of Internal Revenue, Twenty-third 
District of Pennsylvania, Appellee. Little Four Oil & Gas 
Company, a Trust, Pittsburgh, Pa., Appellant, v. C. G. Lewel- 
fyn, Formerly Collector of Internal Revenue, Twenty-third 
District of Pennsylvania, Pittsburgh, Pa., Appellee. Nos. 3980 
and 3981, March term, 1929. Decision of lower court, 29 Fed. 
(2d) 137, affirmed. 


Valuation of Mine Property.—For purposes of invested 
capital and depreciation in 1918, mine slopes may be valued 
at the actual cost to the taxpayer up to the beginning of the 
taxable year, and for the same purposes tenant dwelling 
houses may be considered at their actual depreciated value. 
—District Court of the United States, No. Dist. of Alabama, 
So. Div. at Birmingham, in Little Cahaba Coal Company, a 
Corporation, v. W. E. Snead, Collector of Internal Revenue. 
At Law, No. 3496. 


Waivers.—The failure of a petitioner before the Board to 
object to the extension of the 60-day period within which 
the Commissioner must file answer, pursuant to Board 
Rule 14, constitutes a waiver of his right to do so, par- 
ticularly after an argument before the Board and a decision 
on the merits—United States Circuit Court of Appeals, 
Fourth Circuit, in W. W. Guy, Adm. of Estate of A. Blan- 
ton, deceased, v. Commissioner. No. 2870. Decision of Board 
of Tax Appeals, 13 B. T. A. 51, affirmed. 


Review of Twenty Cases Granted by Supreme 
Court 


O*’ October 14 and 21 the Supreme Court granted writs of 
certiorari in a total of twenty cases. Summaries of the 
issue involved in each case follow: 


Accrual of Income.—Question involved is whether profits 
derived from the sale of lands accrue as income to the ven- 
dor in the year when the contract was entered into or in 
the year when conveyance was perfected.—Commissioner of 
Internal Revenue v. North Texas Lumber Co. No. 92. 


Actions, Limitation of—In the case of United States v. 
Updike et al., No. 340, the question to be determined is 
whether Section 278 (d) of the Revenue Act of 1926, relat- 
ing to limitation of actions, applies to a suit in equity 
brought under the trust fund theory against stockholders 
of a dissolved corporation for the collection of unpaid 
taxes. 


Business Expense.—The case of Lucas, Commissioner, v. 
Ox Fibre Brush Co., No. 250, involves question whether 
extra compensation paid officials of the company in 1920 
for work done in prior years is deductible in that year as 
an ordinary and necessary expense in carrying on the busi- 
ness. The lower court allowed the deduction. 


Deductions for Foreign Taxes—Whether petitioner is 
entitled to credit under Section 238 (a) of the Act of 1928 
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for certain British income taxes and excess profits duties 
paid in 1918 is the question raised in Niles Bement Pond Co. 
v. United States, 314. 


Excise Tax.—Case presents the question whether electric 
storage batteries manufactured and sold by the petitioner 
were “parts or accessories for” automobiles or motorcycles, 
within the meaning of Section 900 (3) of the Revenue acts 
of 1918 and 1921 and of the regulations of the Commissioner 
of Internal Revenue. 


The case of Vesta Battery Corp. v. United States, No. 275, 
is assigned as one case with that of Universal Battery Co. v. 
United States, No. 121, the two cases involving the question 
whether electric storage batteries are “parts or accessories” 
of automobiles-within the meaning of Section 903 (3) of the 
Revenue Acts of 1918 and 1921. 


Federal Estate Tax.—Question whether, under Section 
402 (c) of the Revenue Act of 1918, there should be in- 
cluded in the value of the gross estate of a decedent the 
value of the corpus of a trust created in 1917, under which 
the income was payable to the decedent’s husband during 
his lifetime and after his death to the decedent during her 
lifetime, the corpus of the estate then being distributable to 
remaindermen.—May et al. v. Heiner, Collector, No. 311. 


Gifts—Basis for Determining Gain or Loss.—Question at 
issue is the proper basis under Act of 1921 for determining 
gain or loss on sale of property acquired by gift after De- 
cember 31, 1920.—Cooper v. United States, No. 93. 


Joint Tenancy.—Question whether agreement between 
husband and wife, providing that the property which either 
of them owned or might later acquire was to be held and 
owned by them, had the effect of making one-half of the 
salary and fees earned by the respondent in 1920 and 1921 
taxable to his wife, or whether such income was taxable 
as an entirety to the respondent.—Commissioner of Internal 
Revenue v. Guy C. Earl, No. 99. 


Munitions Tax.—In review of Aluminum Castings Com- 
pany v. Routzahn, Collector, No. 198, the Court will consider 
the question whether a munitions tax imposed on profits 
in 1916 and paid in 1917 was computed on an accrual basis 
or on a basis of actual receipts and disbursements. The 
Commissioner of Internal Revenue claimed the authority in 
the proceeding to correct a return on the accrual basis filed 
under Section 13 (d) of the Revenue Act of 1916. 


Obsolescence on Brewing and Distilling Property.— 
Issue is whether the petitioner may take deductions from 
gross income for years 1918 to 1921 because of obsolescence 
of both tangible and intangible property alleged to have 
been caused by the passage of the national prohibition act. 
—Renziehausen v. Commissioner, No. 114. 


Inventory Valuation—A question involved in United 
States v. American Can Co. et al., Nos. 128, 129 and 130, is 
whether the correction by the Commissioner of Internal 
Revenue of the valuation of the inventories of tin plate in 
respondents’ returns made on the accrual basis, constituted 
such a rejection of the basis on which respondents’ accounts 
were kept as to render it necessary under Section 13 (d) 
of the Revenue Act of 1916 to compute the income on the 
basis of cash receipts and disbursements. 


In Commissioner v. Kansas City Structural Steel Co., Nos. 
323 and 324, the question at issue is whether in determining 
the income tax, it was proper to require the taxpayer to 
inventory a supply of unfabricated steel denoted as a “mer- 
chandise supply.” 


Another question to be considered in this case is whether 
the Commissioner was correct in rejecting the “constant 
price” system of inventory valuation used by the taxpayer 
with respect to this “supply” and substitute therefor a “mar- 
ket price” valuation. 

Revocable Trusts.—The case of Corliss v. Bowers, Collec- 
tor, No. 344, involves the important question of the con- 
stitutionality of Section 219 (g) (h) of the Revenue Act of 
1924, which provides for the taxation to the donor of the 
income of a revocable trust, and of that part of the income 
which might be distributed to the donor. The recovery of 
income taxes is sought on the ground that the sections are 
invalid. 

(Continued on page 438) 
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T THIS writing it appeared improbable that a new 

tariff law would be enacted at the special session of Con- 
gress, and if carried over to the regular session, which begins 
in December, probabilities are that it will meet with a long 
debate. As a means of speeding consideration of the bill as 
a whole, an amendment providing for an export debenture plan 
of farm relief was added by the Senate, which, however, is 
likely to make enactment of a tariff act more difficult. 


Hence the prospect of income tax reduction has become some- 
what beclouded. It is generally conceded in official quarters 
that until it is known how much revenue can be expected from 
customs duties consideration of income tax cuts is impractical. 
The tremendous losses incurred in the stock market add another 
obstacle, as there is little doubt but that the revenue from the 
tax on incomes of individuals will be considerably reduced next 
year as a result of security losses taken on returns for the 
taxable year 1929. Furthermore, the business tempo is lower 
and consideration of the possibility of reduced business prof- 
its in 1930 will necessarily have to be taken into account in 
estimating receipts from the corporation income tax. Howev er, 
by the time income tax revision comes before Congress, in 
the late winter or spring of next year, the business outlook 
may be more promising and Congress may be in a more con- 
siderate mood than can now safely be predicted. 


|S Sr ag H. LITTLETON, chairman of the Board of 
Tax Appeals, and Thomas S. Williams of Harrisburg, 
Ill., Republican member of Congress, were nominated on Octo- 
ber 15 to fill vacancies on the bench of the Court of Claims. 
Logan Morris, member of the Board, has been elected chair- 
man to succeed Mr. Littleton. Another vacancy on the Board 
of Tax Appeals was made by the resignation of J. B. Milliken, 
effective on October 1. Mr. Milliken has entered private prac- 
tice of law in Washington, D. C. 

Expectations at this writing were that Walter Hope, a New 
York attorney, would be appointed Assistant Secretary of the 
Treasury to succeed Henry Herrick Bond, resigned. 


‘THE Columbia S. C. Office of the Internal Revenue Agents 
has been abolished and the organization in South Carolina 
will be attached to the Greensboro, N. C., division, effective 
November 1, 1929. 

Nelson B. King has been appointed temporary collector, 
effective October 16, in the District of Indiana to serve pend- 
ing the appointment of a successor to George L. Foote, 
resigned. 


OLLECTIONS of internal revenue for the first quarter of 

the current fiscal year show a gain of $108,248,939 over 
receipts in the same period of last year. The tax on corpora- 
tions contributed $19,720,750,513. 56 of the increase, the per- 
sonal income tax, $78,738,431.45 and the balance of the gain, 
$9,789,993.97 resulted from miscellaneous taxes. 

The advance in the miscellaneous taxes was the result of an 
increase of $7,586,021.26 in the manufacturers’ tax paid on 
cigarets and increase respectively of $6,314,239.13 and $2,316,- 
073.45 in taxes on capital stock sales or transfers, resulting 
from the unusual stock market activities, and of stamp taxes 
on bonds of indebtedness and the capital stock issues. 

Cigaret production kept up at a record-breaking level, with 
10,350,543,893 turned out in September, 1929, alone, as com- 
pared with 9,126,270, 696 i in September, 1928. On the production 
for the three months from July 1, 1929, to September 30, 1929, 
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Make This Your 
Washington Headquarters 


Office Conveniences, without Office Upkeep. 


For $10 a month we offer: 


Telephone and building directory listing 

Use of address on stationery and calling cards 
Acceptance of mail 

Care of phone calls and personal callers 
Storage of stationery 

Locked filing space. 


At a slight additional cost: 


Stenographic service (charge per letter) 


Use of telephone (number of outgoing calls) 
Consulting rooms (at low rate per hour) 


MILDRED LANE DAVIS 


Business Service 


Suite 201 National 2161 


1103 Vermont Avenue 
Washington, D. C. 


Letters from Washington 
on Taxes 


We write a selected list of clients a se- 
ries of letters from Washington on tax mat- 
ters which are subjects of conversation, 
but which do not ordinarily get into pub- 
lished services—the sort of thing you get 
by regular trips to Washington. Not tax 
news, nor digests of rulings, but brief re- 
ports of discussions which do not always 
appear on the surface. The letters are a 
real help to all tax men. Clients include 
tax practitioners and corporation officers. 
May we send you a copy of our latest 
letter? 


CLIP THIS COUPON TO YOUR LETTERHEAD 
The Kiplinger Washington Agency, 
National Press Bldg., Washington, D. C. 
Please send me, without obligation, a compli- 
mentary copy of your bi-weekly tax letter. 
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Handy Reference Units 


Volume-Units, published in convenient 

easy-to-use form, are contained in 
expansion binders having capacity for 
amendatory and supplementary matter. 


A Desk Guide 
for Practitioners 


Units.can be easily removed from the 
hinder for use at rate rings. 





Law Bulletins 


Law Bulletins, published by Blackstone 
Institute, are mailed monthly to each 
subscriber without charge. These con- 
tain the latest Supreme Court decisions 
on matters of especial business interest, 
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THE NATIONAL INCOME TAX MAGAZINE 


An Encyclopedic Reference Work— 


Governing Federal Rate Regulation and Procedure in Interstate 


Commerce Commission Cases; Especially Designed for I. C. C. \ 


CONCISE :and :authoritative reference work 
on all phases .of :traffic law and I.'C. C. pro- 
cedure— 


And an optional-systematic reading program for 
students of transportation law— 

These are the outstanding features of Federal 
Regulation of Commerce, an encyclopedic reference 
work divided into 40 Volume-Units, each printed 
in handy reference form. 

Here are some of the features of the work: 


—50 treatises on different divisions of trans- 
portation law; 

—50,000 citations :to.controlling decisions; 

—all forms of pleadings, .complaints, etc., used 
in cases before the Interstate Commerce 
Commission; 

—decisions and reports of the Interstate Com- 
merce Commission; 

—controlling decisions-of U.‘S. Supreme Court 
interpreting construing the Commerce 
Act. 


—topical digest of law points; 
alphabetical table of cases and cross reference 
index in final volume. 


This work was produced only after years of 
patient and costly research into the thousands of 
volumes containing Congressional Acts, reports 
and decisions of the Interstate Commerce Com- 
mission, and the controlling decisions of the 
various United States Courts. 


This great fragmentary mass of legal literature 
has been carefully collated, analyzed and digested 
under a numerical key system, and in brief making 
is cited ““F. R. C.” with the governing section num- 
ber. The work is unbiased and neutral, and applies 
equally to carrier and industrial interests. It is the 
legal auxiliary of the traffic department. 


Consulting Service 


Asubscription for Federal Regulation of Commerce 
includes the privilege of consulting with the edi- 
torial staff of commerce attorneys and traffic experts 
telative to the solution of cases before the Inter- 
state Commerce Commission and other similar 
procedural problems. This is a special service which 


Practitioners as well as Students of Transportation Law. 


few, if any, distributors of legal literature provide. 


For Future Practitioners 


For the benefit of those who want to demon- 
strate a mastery of the legal and technical side of 
commerce preliminary to applying for admission 
as LC. C. practitioners, a systematic training pro- 
gram is available without extra charge upon request. 


This optional program consists of a series of 
Reading Guides, Transportation Law Problems, 
Grading Service, and Diploma. Graduates are 
awarded the degree of Bachelor of Transportation 
Law (B. T. L.). Sufficient elementary work is given 
so that even a beginner without previous traffic or 
legal experience can handle the study. 


An Authoritative Institution 


Federal Regulation of Commerce and its auxiliary 
features are the product of the staff and associate 
counsel of the Blackstone Institute, an organization 
which for 39 years has been creating and distribut- 
ing authoritative legal literature for reference and 
study purposes. Among the Institute’s group of 
authors are two justices of the United States 
Supreme Court, the deans of eight university law 
schools, and sixty law professors and commerce 
attorneys, 


Transportation Law Institute 

The actual distribution of Federal Regulation of 
Commerce and the servicing of subscribers is 
handled by a special corporftion appropriately 
named the “Transportation Law Institute, Inc.” 
This corporation (created and controlled by the 
staff of Blackstone Institute) operates under a 
charter of broad powers conferring authority to 
specialize in transportation law activities. Thus it 
is possible to render an unusual type of service to 
every subscriber. 

Federal Regulation of Commerce is paying its sub- 
scribers big dividends in the way of money saving 
information. You, too, can have the same benefits 
by subscribing now while the present special rate is 
in effect. Ask for free descriptive literature today. 
Mail the coupon below or address a postcard 
request to the Staff of the Blackstone Institute 
(Transportation Law Division,T-348) at 307 North 
Michigan Avenue, Chicago, Illinois. 


TotheSafofthe BE ACK STONE 


Transportation Law Division T-348, 307 No. Michigan Ave., Chicago, IIL. 
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a tax of $96,020,214.38 was paid, as compared with taxes of 
$88,434,193.12 in the same three months of 1928. 


| a ly eng of time for filing tax returns will probably 
be less readily granted in the future than heretofore as the 
result of the recent issue of a mimeograph, which expresses 
the opinion that taxpayers have abused the time extension privi- 
lege. The text of the mimeograph follows: 


Bureau of Internal Revenue 
Mimeograph 3759 


Collectors of internal revenue, internal revenue agents in 
charge, and others concerned: Reference is made to I. T. 
mimeograph Coll. No. 3361 dated November 20, 1925, under 
which collectors were given authority to grant extensions of 
time for filing income tax returns. Such extensions were to 
be allowed in accordance with the rules set forth therein upon 
the conditions, however, that an explanation satisfactory to the 
Collector would be given. The mimeograph was given due 
publicity in order to acquaint taxpayers with the privilege thus 
afforded for securing extensions of time and they in turn have 
generally availed themselves of this privilege. 


Delay Unnecessary 


It has come to the attention of this office that in numerous 
instances taxpayers, evidently relying upon the privilege of 
securing an extension of time, have failed to make every 
reasonable effort to file returns on or before the regular due 
date. For example, in many cases taxpayers or attorneys on 
their behalf have habitually requested extensions of time for 
filing returns year after year, so that in these cases the filing 
of delayed returns has been the rule rather than the exception. 
It is believed in these as well as in many other cases the delay 
in filing the returns was occasioned primarily by an undue 
exercise of the privilege afforded taxpayers to secure exten- 
sions of time rather than by meritorious causes. In short, the 
privilege so given to taxpayers has been subjected to abuse. 

Inasmuch as it is essential to the proper administration of the 
internal revenue laws, that returns be filed on or before the 
regular due date whenever possible, and inasmuch as extensions 
of time were intended to be granted only in those cases in which 
by reason of the circumstances involved the taxpayers could 
not have filed a timely return through the exercise of ordinary 
diligence, collectors are hereby instructed to grant extensions 
of time only upon the showing of a good and sufficient cause 
for the delay in filing the return. It is deemed inadvisable to 
define what will constitute a good and sufficient cause for this 
purpose other than as indicated in mimeograph 3361, and the 
determination, therefore, of whether an extension of time 
should be granted in a particular case is left to the discretion 


of the collector. 
Rule is Elastic 


Collectors are cautioned that the purpose of this mimeograph 
is to prevent the allowance of unnecessary extensions of time 
in those cases in which, as already stated, the need therefor 
resonably could have been avoided, but it is not intended that 
in this matter the Bureau should go to one extreme or the 
other. In other words, in the administration of the authority 
conferred upon them to grant extensions of time collectors 
should endeavor to prevent as much as possible the abuse by 
taxpayers of the privilege and at the same time continue to 
grant extensions of time in every case in which the circum- 
stances warrant such action. 

Queries regarding this mimeograph will refer to the number 
of the mimeograph and the symbols IT:E:RR. 


‘THE Senate Finance Committee has authorized the printing 
of 125 copies of the income tax information supplied by 
the Treasury Department pursuant to the Simmons resolution 
(S. Res. 108), for use in consideration of tariff legislation. 

Senate opinion differed as to whether any legal action would 
lie against any newspaper or news organization if the in- 
formation should be published if made available by any 
individual Senator and not used in debate on the floor of the 
Senate. Section 3167 of the Revenue Act of 1926 states that 
“it shall be unlawful for any person to print or publish in 
any manner whatever not provided by law any income tax 
return, or any part thereof or source of income, profits, losses, 
or expenditures appearing in any income return.” 
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‘THE large volume of claims against the Federal Govern- 

ment suggests the probability that if Treasury accounts were 
kept on an accrual basis, with reserves for contingent liabilities, 
there would be a deficit instead of a surplus in prospect for the 
current fiscal year. 

A statement made public by the Department of Justice on 
October 17, discloses that 1,840 claims, involving $2,117,155,863, 
were pending on June 30. 

The Department’s statement follows: 

“There were recorded as pending in the division of the 
Department of Justice having charge of suits involving claims 
against the Government, at the beginning of the last fiscal 
year, 2,254 cases with aggregate claims of $1,845,760,329. There 
were 559 new cases filed during the year with aggregate claims 
of $375,632,210. Seventeen cases were restored to the docket 
with aggregate claims of $6,291,883. There was also an increase 
in the amount claimed, as a result of amended petitions filed 
during the year, to a total of $44,154,895. During the year 
there were 990 cases disposed of involving aggregate claims of 
$117,772,295, and by amended petitions there were decreases 
in the amounts claimed in the sum of $36,911,159, leaving pend- 
ing at the close of the year a total of 1,840 cases, with aggre- 
gate claims of $2,117,155,863. There was a decrease of 414 
in the number of cases pending, while there was an increase 
in the amount claimed of $271,395,534. 


In District Courts 

“During the year there were also pending in various district 
courts throughout the country claims against the Government 
in 92 cases, involving a total of $898,604. Forty new cases 
with aggregate claims of $227,853 were filed during the year. 
Thirty-two cases were disposed of involving aggregate claims 
of $261,132, leaving pending 100 cases with aggregate claims 
of $865,325. In the cases disposed of there were aggregate 
judgments of $193,093, and judgments in favor of the Govern- 
ment of $1,042, or net judgments against the Gevernment of 
$192,050. 

“In this division of the Department, also, are being con- 
ducted the cases before the arbiter, involving patent claims 
growing out of the settlement of war claims act of 1928. This 
act authorizes the arbiter, among other things, to determine the 
fair compensation due German, Austrian or Hungarian owners, 
whose patents or applications for patents were seized by the 
Alien Property Custodian under the trading with the enemy 
act, in cases such as the following: 


Claims on Patents 

“Where such seized patents or applications for patents were 
transferred and assigned by the Alien Property Custodian to 
the United States; where such seized patents were licensed by 
the Alien Property Custodian of the United States; where 
there was an unauthorized use by the United States of such 
seized patents. 

“There were 1,067 claims filed in respect to patents. The 
claims so filed involved 6,201 patents and 440 trademarks. 

“At the close of the year 107 cases had been disposed of by 
the arbiter, all of which were dismissed. A large number of 
cases have been submitted to the arbiter for determination 
and in a larger number of cases issue has been joined.” 


ie VIEW of the heavy toll which cigaret consumers pay in 
the form of taxes, it is singular that some cigaret manu- 
facturer has not made use of a patriotic appeal in advertising. 

Recent increases in the prices of cigarets will still leave the 
Internal Revenue Bureau of the United States Government 
collecting more than 50 per cent of the gross income of manu- 
facturers of the low-priced cigarets, the New York Times 
reports. 


Review of Twenty Cases Granted by Supreme Court 
(Continued from page 435) 

Statute of Limitations.—One of the questions involved in 
Florsheim Brothers Drygoods Co., Ltd. v. United States, No. 
118, is whether the five-year period of limitations, provided 
by Section 250 (d) of the Revenue Act of 1921, for deter- 
mination and assessment of taxes for 1918, is set in motion 
by the filing of a tentative return or by the subsequent 
filing of a complete return. 


In Commissioner v. The Pilliod Lumber Co., No. 356, the 
Court has for consideration the question as to whether the 
filing of an unsworn tax return is sufficient to start the 
running of the statute of limitations. 
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Significant Decisions of the Board of 
Tax Appeals 


“Capital Assets.”"—The term “capital assets” as defined 
in Section 206 (a) (6) of the Revenue Act of 1921 means 
property actually acquired and held by the taxpayer for 
profit or investment for more than two years.—William 
Kempton Johnson v. Commissioner, Dec. 5449 |[C. C. H.], 
Docket Nos. 25794, 34763. 

Capital Expenditures.—The liquidation of liability under 
the guaranty by stockholding corporations of the bonds of 
a corporation created at their instance for the sole purpose 
of acquiring and eliminating competing properties, is a 
capital expenditure and may not be deducted by the prin- 
cipals as a loss.—Press Publishing Company v. Commissioner ; 
Newspaper Printing Company v. Commissioner, Dec. 5431 
[C. C. H.], Docket Nos. 29385, 22475, 32380. 

Consolidated Returns.—An election to file separate re- 
turns rather than a consolidated return may be made by 
any one of an affiliated group of corporations after January 
1, 1922, the other members of the group being precluded 
thereafter from filing a consolidated return. Smith, Green 
and Love dissent. Littleton dissented to the result reached 
in the majority opinion and to the basis on which it was 
reached, particularly with respect to the proposition that 
election by one corporation to file a separate return is con- 
trolling for the entire group.—Apariment Corporation Vv. 
— Dec. 5503 [C. C. H.], Docket Nos. 29140, 
26571. 

Employee Pension Funds, Deductions for.—During the 
taxable year, petitioner created, by appropriate instruments, 
two trusts for the payment of pensions to former employees 
and officers. Held that the net income of the trusts is not 
taxable to petitioner, and that the securities and cash con- 
tributed to the funds held in trust are deductible from gross 
income as ordinary and necessary business expenses.—Elgin 


National Watch Company v. Commissioner, Dec. 5416, Docket 
No. 19522. 


Federal Estate Tax.—The decedent in July, 1917, sold, 
transferred and conveyed by a prenuptial agreement certain 
shares of stock, which agreement provided that he should 
have the “sole use and benefit of such property and be 
entitled during his lifetime to all dividends, income and 
profits therefrom and also the exclusive voting power of 
such shares of stock.” At the same time he transferred 
and conveyed certain real estate by prenuptial deed, reserv- 
ing to himself “the use, possession and income of said prop- 
erty during his lifetime.’ The transferor died June 23, 
1923. Held that under the decisions of Nichols v. Coolidge, 
274 U. S. 531; Edward H. Alsop, 7 B. T. A. 848; James Dug- 
gan, Executor, Estate of Hanna Duggan, 8 B. T. A. 482, and 
Northern Trust Co., Executor, Last Will and Testament of 
Ellen L. Van Schaick, 9 B. T. A. 96, the value of the prop- 
erty should not be included in the gross estate of the de- 
cedent in determining the net estate subject to tax under 
the Revenue Act of 1921.—Minnie I. Mansfield, Executrizx, 
v. Commissioner, Dec. 5414 [C. C. H.], Docket No. 12165. 


The decedent was the record owner of certain shares in a 
trust estate represented by three certificates for 4,000 shares 
each. On August 1, 1918, he assigned the certificates to 
his wife, daughter, and son, respectively, and delivered them 
to the assignees as gifts and they were accepted as such by 
them. The son, who was trustee of the trust estate, 
neglected to transfer the shares upon the books of the trust 
estate until after the death of the decedent (September 19, 
1922) and in the meantime continued to credit and pay to 
the decedent the dividends declared upon the shares repre- 
sented by the assigned certificates. Held, that the gift was 
not one to take effect in possession or enjoyment at or 
after the death of the decedent——George W. Dulany, IJr., 
et al., Beneficiaries of Estate of George W. Dulany, v. Com- 
missioner, Dec. 5435 [C. C. H.], Docket No. 20169. 


Decedent in exercising a power of appointment created 
equitable life estates with void limitations over; Held, since 
under the laws of Massachusetts the prior disposition is 
allowed to operate as if the void limitations over had never 
been made, that the respondent correctly included the 
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present worth of such equitable life estates in decedent’s 
gross state under Section 402 (e) of the Revenue Act of 
1921.—John S. Montgomery et al., Executors, Estate of Har- 
riette Hall Morris, v. Commissioner, Dec. 5436 [C. C. H.], 
Docket No. 18668. 


Decedent was given general powers of appointment by 
the wills of her father and brother and reserved a general 
power of appointment to herself on a certain trust deed. 
By her last will and testament she exercised the three 
powers in favor of her daughter, who was also the remain- 
derman under each of the instruments. Held, that the value 
of the appointed property should be included in the de- 
cedent’s gross estate under Section 402 (e) of the Revenue 
Act of 1918.—Edward J. Hancy, Executor of Will of Maria 
C. Hone, Deceased, v. Commissioner, Dec. 5437 [C. C. H.], 
Docket No. 11562. 

Installment Accounts—Proration of Losses.—Debts rep- 
resented by unpaid installment accounts ascertained to be 
worthless in 1919 and 1920 may be deducted only to the 
extent of the unrecovered cost by a taxpayer using the in- 
stallment basis of reporting income, where such debts rep- 
resent installment sales made in 1917 and prior years when 
the taxpayer was on the accrual basis, inasmuch as income 
taxes are levied upon the gains and profits of annual 
periods, and each annual period must stand by itself, all 
items of income and expense and losses being consistently 
accounted for on the same basis.—Blum’s, Incorporated, Vv. 
Commissioner, Dec. 5420 [C. C. H.], Docket No. 2523. 

Inventory Valuation—Where an inventory of goods in 
process and finished goods on hand at the close of a tax- 
able year is taken at cost, it should include the amount of 
bonuses paid to employees who participated in the produc- 
tion of the goods composing the inventory.—Elgin National 


Watch Company v. Commissioner, Dec. 5416 [C. C. H.], 
Docket No. 19522. 


Life Insurance Companies.—The requirement by the 
Bureau of Internal Revenue that no deduction shall be 
made for any taxes, expenses, or depreciation on account 
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of any real estate owned and occupied in whole or in part 
by an insurance company unless there is included in the 
return of gross income not less than 4 per cent of the book 
value of the entire building, while held by the Board to 
correctly construe Section 245(b) of the 1921 and 1924 
Acts, was declared to be a direct tax which, without appor- 
tionment, is unconstitutional. Y 
Marquette dissented, stating in part: “The opinion herein 
holds that ‘the respondent has correctly construed the stat- 
ute and that the deficiencies determined are in accordance 
therewith.’ When the Board reaches such a conclusion I 
believe it has exhausted its powers, except to enter a judg- 
ment for the respondent. The opinion proceeds, however, 
to discuss the constitutionality of the statute and reaches 
the conclusion that it is unconstitutional. This, in my 
opinion, is a clear usurpation of a judicial function not 
possessed by this Board.” Morris and Van Fossan agreed 
with the dissent.—/ndependent Life Insurance Co. of America 
v. Commissioner, Dec. 5481 [C. C. H.], Docket No. 25295. 
Losses.—Petitioner, a large stockholder in and president 
of several banks, made substantial payment to one of such 
banks to cover defalcation made by an employer and to 
prevent the closing of such bank. The amount so paid 
was in addition to petitioner’s obligation for double liability 
upon his stock. No like payment was made by any other 
stockholder. Held that petitioner did not sustain any de- 
ductible loss by reason of such cere: —B. Estes Vaughan 


v. Commissioner, Dec. 5447 [C. C. H.], Docket Nos. 19601, 
34199. 


Where one corporation, which owns all of the stock of a 
second corporation, causes the second corporation to be dis- 
solved, and takes over its assets, which have a value less 
than the cost of the stock, the first corporation has a deduc- 
tible loss which it may claim in computing its income for 
the period following affiliation. Remington-Rand, Inc., V. 


Commissioner, 33 Fed. (2d) 77, followed; Farmers Deposit 
National Bank, 5 B. T. A. 520; Interurban Construction Co., 
5 B. T. A. 529: -H. S. Crocker Ceo., 
tinguished. 


5 B. T. A. 537, dis- 
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In computing the deductible loss, adjustment must be 
made for operating losses of the corporation whose stock is 
sold, which were sustained during the period of affiliation.— 

| Riggs National Bank v. Commissioner, Dec. 5453 [C. C. H.], 
¥ 


Docket No. 20903. 
Net Loss.—Section 204 (b) of the Revenue Act of 1921 
provides that if a taxpayer has sustained a net loss for any 


* 
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tion, 16 B. T. A. 138, is expressly overruled—NMoore Cotton 
Mills Company v. Commissioner, Dec. 5464 [C. C. H.], 
Docket No. 29543. 


Property Exchanges, Taxable——The exchange of shares 
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Casket Co. v. Commissioner, Dec. 5415 [C. C. H.], Docket 
No. 8000. 


The fact that a corporation was enabled to carry on its 
business with less capital than would have been required 
had it not had the benefit of a favorable contract arrange- 
ment is no ground for special assessment when it appears 
that the capital as used in its business and recognized for 
statutory invested capital purposes is not other than normal 
for a business so carried on.—The Moses-Rosenthal Company 
v. Commissioner, Dec. 5456 [C. C. H.], Docket No. 14297. 


Statute of Limitations——Respondent having failed to mail 
a notice to petitioner within 60 days after making a jeop- 
ardy assessment for 1920 and 1921, and the time elapsed 
from the filing of returns to the date of notification being 
more than the statutory period for assessment plus the 
60-day period provided by Section 279 (b) of the Revenue 
Act of 1926, collection is held to be barred, following J. H. 
Reese, 15 B. T. A. 1261.—Dinwiddie Lampton v. Commissioner, 
Dec. 5462 -[C. C. H.], Docket Nos. 22123, 22124. 


Section 280 (b) 1 of the Revenue Act of 1926 does not 
have the effect of extending the period for assessment 
against a transferee in a case. where the period for assess- 
ment against the taxpayer expired before the Revenue Act 
of 1926. (Phillips dissents.)\—Barron-Anderson Co. v. Com- 
missioner, Dec. 5463, Docket No. 24769. 


Taxes Paid to Foreign Countries—Deductions for.—Resi- 
dent citizens of the United States, owners of a residence 
in France, but receiving no income therefrom, nor any in- 
come from any business or profession situated or carried 
on in France or any other foreign country,—their income 
being received exclusively from sources within the United 
States,—are not entitled to have allowed as credits against 
income taxes due the United States, the amount cf income 
taxes, computed upon an estimated income of seven times 
the rental value of said residence and paid to the Republic 
of France.—Hugh C. Wallace v. Commissioner; Mildred F. 
Wallace v. Commissioner, Dec. 5424 [C. C. H.], Docket Nos. 
36281, 36282. 


Transferees, Taxation—Where the period of limitation 
for assessment of taxes against a taxpayer did not expire 
until after the enactment of the Revenue Act of 1926, and 
the liability for unpaid taxes of the taxpayer was asserted 
against the petitioner as a transferee, within one year after 
the expiration of such period, collection of the taxes is not 
barred. Louis Costanzo, et al., 16 B. T. A. 1294.—David T. 
coe v. Commissioner, Dec. 5458 [C. C. H.], Docket No. 
20138. ‘ 


See decision in Barron-Anderson Co. v. Commissioner un- 
der heading, “Statute of Limitations.” 


Assessment against and collection from transferees are 
held not barred by the statute of limitations, where the tax- 
payer filed returns for the fiscal years ended October 31, 
1919, and 1920, on March 1, 1920, and February 3, 1921; 
waivers held to be binding on the corporation were filed by 
its treasurer on December 20 and 23, 1925, when it was in 
the course of dissolution, such waivers extending the time 
for assessment to December 31, 1926; in April, 1926, the 
Commissioner assessed additional tax against the corpora- 
tion for the two years mentioned above; a deficiency letter 
was mailed to the corporation on May 26, 1926; and defi- 
ciency letters were mailed to the petitioners as transferees 
pursuant to Section 280 of the 1926 Act on February 18, 
1927: Marquette and Trammel dissented.—Charles D. Jaffee 
v. Commissioner, Louis J. Jaffee v. Commissioner, Julius 
Schwartz v. Commissioner, Harry H. Schwartz v. Commis- 
sioner, Dec. 5468 [C. C. H.], Docket Nos. 26587, 26588, 
26589, 26590. 


Trusts, Charitable—The owner of a controlling part of 
the stock of a corporation bequeathed the stock in trust to 
persons who were representatives of the board of directors 
of the corporation and of its employees, and to their suc- 
cessors, to receive the dividends and in their discretion so 
to use them as to provide a living wage to employees of 
the corporation or, in the event the plant should be shut 
down or the employee should be disabled, to provide an 
income for him or his dependents; the trustees were di- 
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rected, in the control of the corporation, through the con- 
trol of the stock bequeathed, to manage the corporation in 
such a manner as to enable it to sell its goods to the public 
at the lowest possible price consistent with maintenance of 
the plant and business and payment of reasonable wages; 
the trustees were expressly designated as trustees for the 
benefit of the employees and of the purchasing public; the 
corporation was a business corporation organized for 
pecuniary gain to its stockholders. Held: 


1. That in determining whether the trust is charitable in 
its nature and the amount of the bequest is deductible un- 
der Section 403 (a) (3), Revenue Act of 1921, local laws and 
decisions as to the nature of the trust will not be considered. 

2. That a decree of the court of the State of decedent’s 
domicile, in an uncontested proceeding, holding the trust to 
be charitable, should not be given any weight. 

3. That the objects of the trust were so inseparable from 
the business welfare of the corporation that the trust can 
not be said to be charitable. 

4. That, in view of the benefits inuring to the corpora- 
tion through sale of goods at the lowest price consistent 
with maintenance of its plant and reasonable wages to 
employees, and through the intermingling of the. actual 
management of the trust with the management of the busi- 
ness of the corporation, the trust was not exclusively chari- 
table.—Susan Young Eagan and Marion M. Jackson, Execu- 
tors of the Estate of John Joseph Eagan, v. Commissioner, 
Dec. 5467 [C. C. H.], Docket No..26077. 








Department Ruling on Taxability 
of Stock Dividends 


HE General Counsel of the Bureau of Internal Revenue 

has ruled? that. in a case where the charter of a corpora- 
tion allows an option to take either stock or cash dividends 
and the stockholder elects to take stock, the stockholder receives 
a true stock dividend, which is not taxable income. 


1G. C. M. 6709 ; VIII-39, 6. 
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Waivers and the Federal Income Tax 
(Continued from page 427) 


be avoided only on the ground that there is no con- 
sideration, which contention, as we have pointed out, can 
only be made as to waivers before the Act of 1921, 
since there is no possible way to read the provisions of 


23Joy Floral Co. v. Com., 29 Fed. (2d) 865; reversing 7 B. 
T. A. 800; Walsh v. Price, 34 Fed. (2d) 57. Smith dissenting in 
Wells Brothers Company of Illinois v. Com., 16 B. T. A. 79@94 
where he says there is no consideration for the waiver in such 
case and the taxpayer may repudiate the same. Spear & Com- 
pany Vv. Heiner, Law No. 5609, Dist. Ct. for the West. Dist. of 
Penna.; waiver executed after statue has run, invalid, following 
Joy Floral Company. 

30Hiatus between period and waiver Sugar Run Coal Mining 
Co. v. Com., 11 B. T. A. 587; Lawrence Trust Co. v. Com., 8 
B. T. A. 984; Maple Coal Co. v. Com., 10 B. T. A. 1336; Joy 
Floral Co. v. Com., 7 B. T. A. 800; Carnation Milk Products Co. 
v. Com., 9 B. T. A. 95; William 8S. Doig, Inc., v. Com., 13 B. T. A. 
256; Chicago Railway Equip. Co. v. Com., 13 B. T. A. 471; 
Moise v. Com., 13 B. T. A. 525; Peerless Woolen Mills v. Com., 
i3 B. T. A. 1119; National Water Main Cleaning Co. v. Com., 16 
B. T. A. 223, point not noticed; Wells Bros. Co. of Ilinois v. 
Com., 16 B. T. A. 79. Hodges v. Com., 14 B. T. A. 664; hiatus 
between period and waiver valid, the only proper ground of sus- 
taining this case. Everett B. Moore, Adm., v. Com., No. 17067, 
Sept. 18, 1929; Panther Rubber Co. v. Com., Nos. 19431, 19432, 
Sept. 18, 1929. 

Hiatus between first and second waiver; Humphrey & Sons 
v. Com., 11 B. T. A. 880; Wels Bros. Co. of Illinois v. Com., 16 
B. T. A. 79; Merchants Transfer Storage Company v. Com., Nos. 
12351, etc., Sept. 18, 1929. 

Hiatus between last and next to last waiver; Aiken v. Com., 
10 B. T. A. 553; C. B. VII-2, 82, Mim. 3660; the Bradford Co. v. 
Com., 14 B. T. A. 339. In the Leasing & Building Co. v. Com., 
16 B. T. A. 105, there was a hiatus between period and waiver 
but point not raised by Board. 

The following cases follow the Board and Treasury views: 

Pittsburgh Union Stockyards Co. v. Com., 16 B. T. A. 139; 
Wells Bros. Co. of Illinois et al. v. Com., 16 B. T. A. 79. Hiatus 
between period and first waiver and between first and second 
See a dissenting. Frank E. Harris Co. v. Com., 16 
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the 1921 and subsequent Acts to mean that a consid- 
eration is necessary. There are decisions that a waiver 
executed after the period of limitations or the period 
of a previous waiver is void.*® 

The Treasury and Board of Tax Appeals have stren- 
uously sustained the validity of such waivers on grounds 
not altogether clear.*° The Act of 1928 introduces new 
provisions on this point, the effects of which are as 
follows: Waivers entered into between May 29, 1928, 
and January 1, 1929, are possibly valid even though 
executed after the period of limitation provided for 
by a previous agreement.*t Waivers made prior to 
May 29, 1928, are governed by the law applying: when 
such agreement was made.** Waivers after January 
1, 1929, as to 1928 and years prior are probably in- 
valid when executed after the period of limitation or 
after expiration of period previously agreed upon.*? 

In a number of cases it has been decided that since 
§ 1106(a) of the Act of 1926 purported to extinguish 
the liability as well as the remedy,** that a waiver exe- 
cuted after the period of limitation or of a previous 
waiver had expired and while the section was in force 
did not operate to prolong the period of limitation, 
because the taxpayer could not revive an extinguished 
liability. This reasoning also proceeds on the false 
analogy of the common law which has no application 
to a waiver executed under the provisions of the statute. 
If the taxpayer can, as is clear, waive the limitation in 
one part of the statute he can as well waive the extinc- 
tion of liability in § 1106 (a). Furthermore, to give 
§ 1106 (a) the effect proposed completely nullifies the 
previous sections of the statute providing for waivers. 

§ 1106 (a) of the Act of 1926 had no proper appli- 
cation to tax liability, was entirely meaningless in this 
connection, and was very properly repealed by Congress 
at the first opportunity. 

(Concluded in the December issue) 





31Act 1928, §506 (f). The text of the statute is garbled. The 
statute provides that an agreement executed after the expiration 
of the period of limitation extended by such agreement, etc., 
shall be valid and effective. It is obviously impossible for the 
agreement to be executed after the period extended by the 
agreement but what Congress probably meant to provide was 
“after the period of limitation extended by a previous agree- 
ment” and also to add “or after the expiration of the statutory 
period of limitation.” Under clause as it stands there is doubt 
thrown on the validity of agreements made between May 29, 
1928, and January 1, 1929, after the expiration of the statutory 
period or expiration of previous period of waiver. 

32Act 1928, § 506 (cc). 

33Act 1928, § 276 (b) assessment, § 276 (c) collection, applies 
to taxes under the 1928 Act, Act 1926, § 278 (c) assessment. 
Act 1926, § 276 (d) collection as to 1926 and prior acts as 
amended by Act 1928, §506. Such a waiver executed after June 
2, 1924, and before May 29, 1928, is probably void because during 
that period the Act 1926, § 1106 (a) was in force which ex- 
tinguished the remedy as well as the liability and therefore, 
since the liability was extinguished by the statute it could not 
be revived by waiver. See Peerless Woolen Mills v. Com., 13 
B. TF. A. F259. 


34Waivers executed after the period of limitation and while 
$1106 (a) of the Act of 1926 was in force, that is between 
June 2, 1924, and May 29, 1928, did not extend the statutory 
period for assessment or collection. Assessment on the basis of 
the waiver invalid and tax collected on such assessment to be 
refunded; G. C. M. 5601, VIII/5/4088. Peerless Woolen Mills v. 
Com., 13 B. T. A. 1119. Timely assessment made in 1919,. col- 
lection waiver, December 11, 1926, did not authorize collection 
as § 1106 (a) of the Act of 1926 was in force and it extinguished 
the liability as well as the limitation. See also C. B. VIII/38/4362, 
G. C. M. 5983. 

In the following cases the waiver was held valid on the 
ground that § 1106 (a) of the 1926 Act did not apply, the liability 
not being extinguished; Joy Floral Co. v. Com., 7 B, T, A, 800; 
liken v. Com., 10 B, T. A, 553. 
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Rehearing in Massachusetts Excise Tax 
Suit Denied by Supreme Court 


“Ts Supreme Court of the United States, on October 14, 
denied the petition seeking a rehearing in the case of The 
Macallen Company v. The Commonwealth of Massachusetts, 
in which it was held, in a decision rendered on May 27, 1929, 
that the Massachusetts statute imposing an excise tax on 
corporations measured in part by income derived from Federal 
securities and in part by income from securities of Massa- 
chusetts counties and municipalities exempt by the terms of a 
State statute, is invalid so far as it attempts to tax the income 
from such securities. 


Industrial Pensions: Are They “Gifts” 
or “Pay”? 
(Continued from page 431) 

“gifts” by so designating them in their resolutions or 
in “rules and regulations” promulgated by their acts. 
Such designations appear to have been made by boards 
of directors in two cases decided by the Board of Tax 
Appeals (Est. of D. R. Daly, 3 B. T. A. 1042; and 
John H. Rossiter, 12 B. T. A. 254). The Board held 
that certain payments which were made—in the former 
case to a “stockholder and director,” and in the latter 
to the “corporation president”—pursuant to resolutions 
specifically designating them as “gifts”, and which were 
not treated on the books or deducted on the income tax 
returns as expense, were actually “gifts.” 

This, however, was a classification for income tax 
purposes only. It followed from the corporation’s own 
classification of the payments as non-deductible for tax 
purposes. Analysis of the cases sustains the conclusion 
that the “gifts” were in fact the personal acts of the 
stockholders expressed by way of the resolutions, rather 
than the acts of the corporations. And the finding that 
the payments were “gifts” was not the result of the 
nomenclature applied by the directors, but was the result 
of the peculiar circumstances which made the payments 
actually what they were claimed to be. 

In view, therefore, of their actual occurrence in at 
least two cases and of their imputability to a third, 
it is apparent that circumstances wherein the pensions 
are “gifts” in the true sense of the term may occur. 

Their occurrence makes no difference to the indi- 
vidual employee, however, for to him the pension he 
receives will never be a gift, since, whether it is awarded 
to him on the retrospective legal basis of the allowance, 
which is completely “discretionary,” or is paid to him on 
the forwardy-planned legal basis of the bonus, which 
may have a contractual eventuality, the employee who 
receives it will have earned it in one way or another. 

But the occurrence of these circumstances las the 
potentiality of considerable difference to the corporation 
employer. For, while boards of directors, in the ex- 
pression of their functional powers, can make appro- 
priations for pension payments or pension funds, and 
while their acts when they do so will be corporate acts, 
within the scope of their agency authority, neverthe- 
less stockholders also can consent to the use for pension 
purposes of a part of the corporate surplus which be- 
longs to them, and their acts when they do so may be 
personal acts, within the scope of their personal pre- 
rogatives. 

And so, in connection with a pension system which 
proclaims that the pensions are “gifts,” it becomes im- 
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portant to examine the possibilities if the employer in 
such a case were to be taken at his word. For it might 
not be impossible, or in some instances even difficult, 
to find that the pension payments are in fact the result 
of stockholder acts or authorizations which make them 
the equivalents of forbearances or waivers of dividends. 
This is especially true in, and could easily be the im- 
putation to, a situation where the employer habitually 
exercises his discretion in making awards, changing 
their amounts, or basing the awards or their current 
payments upon a relation to earnings or surplus—in 
other words where the pension appropriations or pay- 
ments are treated as a function of surplus. 

Such practice, even though the income tax returns 
set forth the pensions as items of ordinary and neces- 
sary expense, as an element of employee-costs, might 
be construed as an estoppel to deny that the pension 
payments were, indeed, exactly what the employer in- 
tended the employees to believe them to be, viz., the 
“gifts” of the owners of the company. And in the 
event of their being “gifts” they would not be “ex- 
penses.” 

Technical interpretations, however, may never be 
carried as far as that, with reference either to the “rules 
and regulations” of any existing pension systems or the 
application of arly income tax statutes. 

But the employer who insists that the pensions are 
“gifts” paid from surplus may still have it suggested 
to him (1) that the payments from surplus, in any 
aggregate which is a function of surplus, may, under 
the peculiar or special circumstances of the set-up and 
the “discretionary” operation of his pension system, 
actually represent money which would go to the stock- 
holders as dividends were it not for their certain act 
or acts of forbearance or waiver in permitting that 
money to go to the pensioners; (2) that such payments 
may have been so long and so completely treated, in 
their out-go from surplus, as real “gifts,” as to estop 
him, under his permanent proclamation that they are 
“gifts” and under his habitual application of them as 
“gifts”, from the claim for tax purposes that they are 
—insofar as their deductibility is concerned—anything 
else than “gifts; and (3) that, while such payments 
may be deducted from surplus, their deduction from 
surplus should take place after, rather than before, the 
payment of the income tax. 


The Consolidated Return—1929 Model 


(Continued from page 422) 


exchange for $200,000 worth of securities, sold all the 
stock of S for $200,000 during a 1929 consolidated 
return period, and calimed an $800,000 deductible loss. 
By the application of Article 36 (a) (1) and simple 
arithmetic it is obvious that the loss would be denied, 
since, as a result of the intercompany exchange, the 
assets of S have been “substantially” reduced in value 
(by $800,000) between the dates of purchase and sale 
of S’s stock by P. 
Article 37—Dissolutions 


Prior to September, 1929, neither the Commissioner 
nor the Board recognized gain or loss upon the disso- 
lution by a parent company of one of its subsidiaries 
during a consolidated return period.** Such distribu- 
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tions, it was claimed, were intercompany transactions. 
To date only one court decision**—affirming the Com- 
missioner—has been rendered on this question, which 
from present indications will ultimately reach the Su- 
preme Court. Ina recent decision®® the Board departed 
from its prior view and allowed to a parent company a 
deductible loss sustained in 1922 upon the complete 
dissolution of its sole subsidiary. In this case the Board 
followed the previously discussed theory of the Circuit 
Court of Appeals for the Second Circuit in a case in- 
volving the sale of all of the subsidiary’s stock by its 
parent. Thus, according to the Board, the loss upon 
dissolution was not one sustained by the affiliation, but 
by the parent company at the time the affiliation was 
dissolved. Therefore, the loss did not affect the con- 
solidated income, and was a proper deduction from the 
parent’s gross income for its separate return period 
following affiliation. However, the Board reduced the 
parent’s loss by the amount of operating losses which 
were sustained by the subsidiary and offset against the 
parent’s income during the consolidated return period.* 

-Beginning with 1929, Article 37 (a) incorporates the 
Commissioner’s previous rule to the effect that a par- 
tial or complete dissolution of one member of a group 
by another during a consolidated return period is wholly 
intercompany. Undoubtedly, cases will arise where 
denial of losses from such dissolutions will effect an 
unjust result. Imagine a set of facts where on Janu- 
ary 1, 1929, P pays $500,000 for all of S’s stock. S 
possesses assets having a $200,000 fair market value 
and a tax basis of $100,000. The $300,000 difference 
represents the amount P is willing to pay for the in- 
tangible value of S’s stock. For 1929 and 1930 con- 
solidated returns are filed. S sustains losses of $40,000 
in 1929 and $60,000 in 1930, while P shows a net 
profit of $80,000 for each of those years. S’s business 
is discontinued, its net assets are sold for $100,000 and 
on December 31, 1930, that amount of cash is distrib- 
uted to P in complete redemption of all of S’s stock. 
It needs no stretch of the imagination to see that P 
has suffered a bona fide loss on its original $500,000 
investment. Under the above facts, Article 37 (a) 
denies P the deduction of that loss in computing the 
1930 consolidated net income. Yet, P could have elected 
a method of procedure which would have assured it of 
the benefit of a large portion thereof. 


In lieu of the above transactions P could sever affilia- 
tion with S (by a sale of at least 6 per cent of S’s 
stock) and realize a deductible loss upon dissolution of 
S at any time during the subsequent separate return 
period. However, Article 37 (b) treats a dissolution 
of this type as a sale of the subsidiary’s stock, with the 
result that the cost basis of S’s stock to P must be re- 
duced in the manner set forth in Article 34 (c) (2). 
Accordingly, the $500,000 cost basis of S’s stock would 
be reduced to $400,000 by deducting therefrom the 
aggregate of S’s 1929 and 1930 losses of $100,000. 


288. O. 131, I-1 C. B. 18; G. C. M. 1501, VI-1 C. B. 260; G. C. M. 
2774, VII-1 C. B. 196; U. 8. Trust Co., Dec. 327, 1 B. T. A. 901: 
Mackechnie Bread Co., Dec. 2007, 5 B. T. A. 883: Wilmington 
Steamboat Co., Dec. 3216, 9 B. T. A. 704; Fidelity National Bank 
& te a bg 4700, 14 B. T. A. 904; and Law Co., Dec. 4991, 
15 B. 1 

sions A cattting Go. v. UJ. & (Ct. Cis. May ¢€, 1939), Cc. Cc. HB. 
1929 Stand. Fed. Tax Service, par. D-9202. 

30Riggs National Bank, Dec. 5453, 17 B. T. 

31In this respect the Board departed from the theory expressed 
by the Circuit Court of Appeals in Remington Rand, Inc. v. Com- 
missioner. (See f. n. 22, swpra.) 
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Upon the receipt of $100,000 by P as a dividend in 
complete liquidation of S, P would then be entitled to 
a statutory deduction of $300,000 on its separate return. 


A result similar to that just outlined can also be 
availed of by P if, after severance of affiliation, P sells 
its entire 94 per cent stock holdings in S. The sum 
and total of the above discussion is that where it can 
be foreseen that a deductible loss will be incurred from 
the disposition of a subsidiary’s business, affiliation will 
be severed, the stock sold (or redeemed for the sub- 
sidiary’s assets) and the loss deducted; if a taxable 
gain. it will be averted by intercompany dissolution 
during a consolidated return period. 


It has been said that 90 per cent of all corporate dis- 
solutions are steps in plans of contemplated nontaxable 
reorganizations. Consequently, it becomes important to 
inquire whether the taking over of all the assets of S 
by P in exchange for all of S’s own stock is a tax-free 
reorganization within the ambit of Section 112 of the 
Act. Despite the implication of an affirmative answer 
by the Commissioner in Article 574 of Regulations 74, 
there are those who quite emphatically point out that 
there is no statutory basis therefor, and that gain flow- 
ing from such a transaction is taxable.** In order to 
circumvent the possibility of a tax liability accruing 
from this type of exchange, a consolidated return may 
be filed, and, under Article 37 (a), the transaction may 
be consummated without the recognition of gain, by 
the simple expedient of an intercompany dissolution. 
Thus, in any contemplated nontaxable reorganization 
plan where the complete liquidation and dissolution of 
one corporation by another is a necessary part thereof, 


















The Uniform Principal and Income Act 
The Concept of Public Interest 
Confiscatory Rates and Modern Finance 


False and Misleading Advertising 
Bank Collections 


Volume 39 (November, 1929-June, 1930) 
of the 


YALE LAW JOURNAL 


will contain the following articles, among others 


Chattel Mortgages, Conditional Sales, and Legal Theory 
Wesley A. Sturges and Samuel Winokur 


Horizontal Division above the Surface in the Ownership of Land 





THE NATIONAL INCOME TAX MAGAZINE 447 


the consolidated return demands more than passing 
attention. 





(Note.—The second and third parts of this article will appear 
in the December and January issues.—Kdit.) 
32See C. C. H. 1929 Stand. Fed. Tax Service, Vol. II, par. 4020. 


Business Congress Offers Plan to Prevent 
Double Taxation 
(Continued from page 424) 
source collects a tax thereon, it should refund it upon 
production of proper evidence. 

The kinds of income classified as taxable only at 
the domicile of the owner are: (a) interest on govern- 
ment bonds, corporation bonds (including mortgage 
bonds) loans, deposits and current accounts; (b) divi- 
dends on shares; (c) pensiuns paid by private indi- 
viduals or non-governmental organizations; and (d) 
annuities, income from arbitrage transactions, from 
discounting acceptances and from all other sources not 
specifically mentioned. 

By comparison, it may be recalled that the U. S. Rev- 
enue Act exempts interest on bank deposits paid to per- 
sons not engaged in business within the United States 
and not having an office or place of business therein; 
and also income derived by a foreign central bai’: of 
issue from bankers’ acceptances (Sec. 119 (a) (1) 
(A) and (E)). 

Two Rules Adopted for Death Duties 

The régime proposed by the International Chamber 
for the imposition of death duties so as to prevent dou- 
ble taxation is extremely simple: only the State of situs 
should tax real estate, furniture and fittings belonging 
thereto, and only the State in which the decedent was 
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domiciled should tax all other personalty, tangible or 
intangible (shares, bonds, mortgages, bank deposits, 
etc.). 

The State of domicile is ‘defined as that in which the 
deceased had last taken up his residence with the man- 
ifest intention of remaining there, or failing such a 
domicile by the State. of which the decedent was a 
national. 

In case the State of domicile does not exempt, in 
accordance with the above principles, real estate, furni- 
ture and fittings belonging thereto already taxed in an- 
other state, the resolution declares that it should never- 
theless allow a deduction from its duty on the entire 
estate equal to the lesser of : the actual amount of duty 
paid in the State of situs or the duty that would be pay- 
able in the State of domicile on such assets. 


Comparison with Rules in United States 


The principles for eliminating double death duties 
followed by most of the States of the Union corre- 
spond fairly closely to those recommended by the Am- 
sterdam Congress. Realty is taxable on!y at situs and 
so is tangible personalty (Frick v. Pennsylvania, 268 
U. S. 473). Under the law of 37 States, intangible 
personalty is exempted, reciprocally or nonreciprocally, 
at situs, and therefore taxable only in the State of the 
decedent’s domicile. This rule has been limited in 
most instances to the States of the Union but in a few 
instances it extends to foreign countries. The differ- 
ence between the International Chamber project and 
the State rules evidently lies in treatment of tangible 
personalty other than furniture and fittings for realty. 


Conditions in Negotiable Instruments 
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Tax Decisions:—The important recent decisions in 
all branches of the law are abstracted and anno- 
tated. 





Although the Federal estate tax is levied on realty 
only if situated in the United States, it is imposed on 
all personalty of resident decedents, including that situ- 
ated abroad, and on all personalty, tangible and intangi- 
ble of nonresident decedents if located in the United 
States. (Regulations 70, Estate Tax, Art. 11.) By 
way of exception, insurance upon the life of a nonresi- 
dent, and bank deposits in the United States belonging 
to a nonresident decedent are exempt. (Revenue Act. 
1926, Sec. 303.) 


Proposed Plan for Securing Adoption 


Now that this uniform system of relief has been of- 
fered by the International Chamber, what method is 
proposed to secure the general adoption of such a plan? 
In the first place, the International Chamber charges 
the National Committee in each country to keep these 
suggestions constantly before its government with a 
view to the revision of its national tax laws and the 
prompt conclusion of agreements with as many coun- 
tries as possible. Secondly, this uniform project will = 
be submitted to the Fiscal Committee of the League of 
Nations at its meeting in October, 1929. 

Many of the European States have already concluded 
bilateral treaties to prevent double taxation, but most 
of them differ widely. Wishing to restrict this tendency 
towards diversity, the resolution of the International 
Chamber express the view that the ultimate solution 
lies in the adoption of a uniform multilateral treaty, 
and considers that it will be highly desirable to convoke 
at the earliest opportunity an international conference 
to prepare such a treaty. 


of 





You may place my name on the mailing list of the 
Michigan Law Review and bill me therefor at $3.50 
the year. 


(Inclose this with one of your letterheads to Michi- 


fi 


gan Law Review, Law School, Ann Arbor, Mich.) 


